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When you notify The Journal of Accountancy of a change of address, both the
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lisher by the fifteenth day of the month.

ACCOUNTANTS AND STUDENTS OF ACCOUNTING WILL FIND IN

AUDIT WORKING PAPERS
By

J. Hugh Jackson

an authoritative text on one of the most important phases of ac
countancy. This book, published by the American Institute of
Accountants Foundation, is generally recognized as a guide to the
best practice, and its use by schools and by the profession generally
is indisputable proof of the value of the work.
In addition to 200 pages of text there are 100 working schedules
reproduced in facsimile.
Carl H. Nau, former president of the American Institute of Ac
countants, says: “It should be read and studied by every student who is
preparing himself to enter the public practice of accounting or auditing.”

AMERICAN INSTITUTE OF ACCOUNTANTS FOUNDATION
135 Cedar Street, New York, N. Y.
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Record
that inspires confidence

The Walton School has seen eight hundred and seventy-six (876) of its students
pass the C. P. A., C. A., and American Institute examinations, counting only
once those students successful in both C. P. A. and American Institute examina
tions. For nine consecutive years Walton students were honored by mention of
special distinction in American Institute examinations, while in the past twelve
years they have eighteen times won medals for honors in the Illinois SemiAnnual C. P. A. examinations.

Mail Coupon for Free Descriptive Book
Mailing the coupon will bring you a free copy of “The Walton Way to a Better Day,’’
which tells of the notable accomplishments of Walton graduates as executives, comp
trollers, and auditors in industrial organizations, as well as members of public accounting
firms. It also contains many letters from Public Accountants who endorse Walton training,
and letters from universities and colleges which have adopted Walton Courses.

Day and Evening Classes and Correspondence Instruction
As day classes are started at frequent intervals, it usually is possible for a day student to
begin at almost any time at the point in the course for which his previous education and
experience qualify him. Evening resident classes start in September and January.

CONSTRUCTIVE ACCOUNTING ADVANCED ACCOUNTING
COST ACCOUNTING
INCOME TAX
BUSINESS LAW

WALTON School

Commerce

337-347 McCormick Building, Chicago

JA. 6-28

WALTON SCHOOL OF COMMERCE
337-347 McCormick Building, Chicago

Without obligation on my part, please send me a copy of “The Walton Way to a
and suggestions as to what you can do to help me advance in the business world.

Better Day,”

Name..................................................

Correspondence Instruction
Address................................................
City and State...................................

I am

INTERESTED
in

RESIDENT

Day

CLASSES

Resident Evening Classes
Occupation............................. Age............
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THE BOOK OF ONE PRICE
Visblex is manufactured and sold at one price. Our policy of
continually improving Visblex assures you of securing the
latest model at all times — We have no obsolete books to offer.

THE BOOK
OF
LARGEST
CAPACITY
When you are considering the
changing of your records or the
making of a decision on the type
of visible equipment to buy, ask
for a demonstration of Visblex.
It will gladly be made by a com
petent and experienced repre
sentative.

On account of straight
post construction Visblex
gives the greatest capacity
with no binding on the
holes in sheets.
Manufactured and Distributed by

HENRY

CONOLLY
ROCHESTER,

NEW

COMPANY

YORK

National Sales Office: 501 Park Sq. Bldg , Boston, Mass

Better, cleaner books
—when your pen
"feels” right
HERE’S a lot to find
ing the pen that suits
you. All these Esterbrook
numbers are favorites
with accountants. One
of them can help you by
its freshness, ease, swift
ness, and long life.

T

If you aren’t sure you have
the right pen — better get
these Esterbrooks and try
them! Or write for full
information to
Esterbrook Pen Co.
Dept.JA3, Camden, N.J.

BINDING
The Journal of Accountancy
Subscribers to The Journal of
Accountancy who have their maga
zines bound for permanent reference
may find it an economy or a conven
ience to avail themselves of the binding
service conducted by the Publisher.
The magazine is bound in tan buck
ram with title, dates and volume num
ber stamped in gold on red leather.
When the magazines constituting the
volume are supplied by the subscriber
the binding charge is $2.
Missing numbers, with the exception
of a few rare issues, will be supplied, if
obtainable, at 50 cents each.
Binding orders and the magazines to
be bound should be mailed or delivered
to

The Journal of Accountancy
INCORPORATED

135 Cedar Street

When writing to advertisers kindly mention The Journal of Accountancy

New York

THE JOURNAL OF ACCOUNTANCY

III

Progressive Auditors Have Daily Use For
The New Fourth Revised Edition of

Montgomery’s

AUDITING
Every young accountant entering or preparing for
professional practice needs this book to establish an
up-to-date viewpoint on the vital questions of
his work. Every seasoned practitioner will find it
helpful to check his own judgment and experience.

HE seven years that have elapsed since the

edition of Montgomery’s A
Tthird
have altered the whole course of the auditor’s
uditing

practice. We are away from the war period and
the high tax period; business and finance are
being conducted under new standards.
O take into account the radical changes in the condi

of the auditor’s work and in his viewpoint and
Ttions
methods, Mr. Montgomery has had to completely rewrite

his book and put out this new Fourth Revised Edition.

Entirely Supersedes All Previous Editions

By
Robert H. Montgomery

Mr. Montgomery has found it necessary to add more
than 50% of brand-new material and discard much of the
old. He has had to incorporate vital improvements in tech
nique as well as realignments in policy.
To give the kind of material needed, he has had to con
sider and reflect in their bearing on the auditor’s work
scores of far-reaching developments — the new standards,
for example, which have grown up around the whole ques
tion of revaluation and appraisal; changed practice in
refinancing; income tax legislation; and the vastly broader
understanding of what is expected of the auditor today.

An acknowledged leader and spokesman of
the accounting profession. Certified Public Ac
countant; Counsellor-at-Law; member of the
internationally known firm of Lybrand, Ross
Bros. & Montgomery. Vice-President, American
Institute of Accountants; Past President,
American Association of Public Accountants
and New York State Society of Certified Public
Accountants. Professor of Accounting, Colum
bia University; Editor, Financial Handbook;
author of Income Tax Procedure, 1917-1927.

In this, as in previous editions, Auditing provides at once
a standard of practiceand an effective training for profes
sional accountants in a single volume. Wherever questions
of judgment come up in audit policy or procedure, it is

The Latest in Auditing, Complete
in One 859-Page Book. Price $6.00

A Recognized Source of Authority
Auditing is a practical man’s book, written from
years of active experience and contact with leading
accountants, bankers, and business men in this
country and in Europe. At every point in making an
audit or investigation for any purpose, it brings you
approved practice and time-saving suggestions. On
debatable matters, you get specific advice and rec
ommendations of a kind nowhere else attempted.

We Want You to Examine a Copy
No other book in print will do for you what this
Fourth Edition of Montgomery’s Auditing will do.
The order form at the right brings you a copy for
examination — send it in.

“America’s Standard Book on Auditing”

The Ronald Press Company
15 East 26th Street, New York, N. Y.
Send me postpaid a copy of the new Fourth Revised Edi
tion of Montgomery’s Auditing. Within five days after its
receipt, I will either send you $6.00 in full payment or return
the book to you.

Name..............................................................................................
(Please Print)
Business Address...........................................................................
City..................................................State........................................
M.313

Firm................................................Position..................................

Signature........................................................................................
(Orders from outside continental U. S. and Canada, cash plus
25c to cover shipping)
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LAW- for Business and the Bar
“Every man who expects to achieve substan
tial success in the business or professional
world, should be legally trained”—that is
the statement made by Chief Justice William
Howard Taft of the United States Supreme
Court.
And its sound logic is shown by the fact
that the largest financial, manufacturing and
transportation enterprises, such as the
National City Bank of New York, the United
States Steel Corporation, and the Southern
Railway, are directed by law-trained men.

LAW—Your Right Work
If you are seeking an opportunity to enter a profes
sion, or looking for the means of winning business
advancement, then study law. On the one hand,
you have a chance to engage in profitable and inde
pendent legal practice—on the other hand, you will
soon qualify as a better and more skilled business man.
It makes no difference whether you are in the selling
end of your business, or the accounting, production
or financial end, a knowledge of law will be a tre
mendous aid to you. In fact, you should be better
posted, if anything, on those phases of legal proce
dure applying to your own work, than the practic
ing lawyer.

Study Law at Home
For years the Blackstone Institute has been provid
ing spare-time law training to men and women in
every kind of business and professional activity.
More than 50,000 have enrolled. Many have won
substantial increases in salary and promotion to im
portant executive business positions. Hundreds of
others have passed various state bar examinations
and are today successful practicing attorneys with a
lucrative income.

Prepared by Leading Authorities
The Blackstone Law Course is a product of 80 of the
most eminent legal authorities in the United States.
Included in the list of contributors of text material
are JusticesTaft and Sutherland of the United States
Supreme Court, the deans of eight leading resident
law schools, university law professors, prominent
lawyers, and state supreme court judges.

Complete Law Library Furnished
Accompanying the course is a big, handsome, 25-volume library,
"Modern American Law,” cited as ‘‘M. A. L.” by state supreme
courts and by the United States District Court. This is recogni
tion which has not been extended to any other non-resident law
text. “M. A. L.” is furnished complete to the student at the time
of enrollment, and serves immediately as a valuable reference
work on the entire field of modern day law.
The study ofthe text and case books which comprise the“M. A. L.”
library is directed by means of attractive lesson material mailed
at regular intervals. Elaborate consultation and grading service
is rendered, and the LL. B. degree is conferred upon graduation.
The tuition fee is moderate, and covers the cost of all lesson
material and service. Liberal deferred payments are allowed and
a Money-Back Guarantee is issued.

Write for Details—No Obligation
The Institute has published an attractive 128-page book, ‘‘The
Law-Trained Man,” which contains a complete description ofthe
Blackstone Legal Training Course and Service, together with some
practical legal tips and pointers you can use at once in your daily
work. A section of the book is also devoted to the successes of
various students, many of whom have gone on record in the book,
so that you might read and profit by their experiences.
You may have a copy of this valuable book free and without obli
gation. Use the coupon below, and mail it today. Ad
dress Department 310A Blackstone Institute, Inc., 307
N. Michigan Ave., Chicago, Illinois.

----------------------------------------------

BLACKSTONE INSTITUTE, Inc.

Dept.310A307 N. Michigan Ave., Chicago, Ill.

। Please send me by mail and without obligation a copy of your
। 128-page book “The Law-Trained Man,” and details of your
law course and service.
Name........................................................... ...................... ................. ..........

Position_______________________ ______ ______ _________
Address_______ ___ _____ ____ —..........

—---------------

City............................................................... State--------------------
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Are you Weeks Behind your Business?
. . . don’t wait until the end of the
month for facts you need today
DAILY—instead of monthly—picture

your business! Wouldn’t you like
Atoof secure
it—without adding a name

your payroll?
Now you can have a complete statement
of your business every day. A statement
that tells you whom you owe and who
owes you . . . that shows at a glance each
vital fact you wait eagerly to see on the
first of the month.

No additional help is needed
Sales, inventories, stocks, net worth—all
compared with figures of a week, a month,
a year ago. Facts by which you can guide
your business more surely. A closer,tighter

grip on every department—every operation.
With Elliott-Fisher accounting-writing
equipment, your present accounting de
partment can furnish this vital information
each morning with the mail.
to No additional help is needed. ElliottFisher so simplifies and combines several
operations into one that often even a
smaller personnel can do faster and better
accounting work.
How Elliott-Fisher can fit into your own
business can be simply told. Ask your
secretary to mail the coupon. The com
plete story of how you can profitably use
Elliott-Fisher will be
on your desk by
return mail.

FLAT SURFACE ACCOUNTING-WRITING MACHINES
Product of

General Office Equipment Corp.
342 Madison Avenue, New York

General Office Equipment Corporation

Gentlemen: Kindly tell me how
Elliott-Fisher can give me closer
control of my business.

342 MADISON AVENUE

Name..............................

NEW YORK CITY

Address......................................................

ALSO MAKERS OF SUNDSTRAND ADDING-FIGURING MACHINES
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Every Accountant’s Library
Should contain the following Exhibits, each one.
an invaluable aid and reference for Accountants
engaged in System Installation Work.
Each volume is substantially bound and contains
full accounting procedure, Chart of Accounts and
actual samples, (not illustrations or sketches) of
all forms required for installation of system
described.
Each one represents years of research work, and
embraces ideas and methods, all tested and
proven by leading concerns in the line of busi
ness under discussion.

Revised
Printing
139 New

Hadley’s Pathfinder System for

Exams
Second Edition—January, 1926
Second Printing (revised)—November, 1927

C.P.A. ACCOUNTING
Theory, Auditing and Problems
by

George Hillis Newlove, Ph.D., C.P.A.
Associate Professor, Johns Hopkins University

A three-volume digest of problems and
questions given in 746 C. P. A. examinations
by accountancy boards in 48 states; June,
1927 papers are included. Distribution is:
California.........................
Florida...............................
Illinois................................
Indiana.............................
Massachusetts................
Michigan..........................
Missouri............................

26
22
37
21
16
20
22

New Jersey.......................
16
New York.......................... 49
Ohio.....................................
22
Pennsylvania...................
29
Washington......................
29
Wisconsin..........................
16
Other States..................... 421

Volumes I and II
Contain 264 problems and 4,595 questions,
classified in related groups, with lectures au
thenticated by 7,579 specific references to
recognized accounting authorities.
Volume III
Part I solves problems in Volume I; Part II
problems in Volume II. Bound separately or
together.
Time allowances are given so prob
lems may be solved under C. P. A. conditions.
A Golden Opportunity
This set is almost indispensable to C. P. A.
candidates as it combines C. P. A. theory and
auditing questions with authenticated lectures,
and classified C. P. A. problems with solutions
and time allowances.

FREE EXAMINATION COUPON
THE WHITE PRESS COMPANY, INC.,
Departmental Bank Bldg., Washington, D. C.
You may send me on five days approval the books
checked.
□ Complete Set (Three Volumes, 1,195 pages), $15.00
□ Volume I and Solutions, $7.50
□ Volume II and Solutions, $7.50
I agree to pay for the books or return them postpaid within
five days of receipt.

Hotels and Clubs..................................... (Size 11x14) $ 6.50
Automobile Dealers...............................
“ “
5.00
Laundries .................................................. “
“
5.00
Contractors and Builders.......................... “
“
5.00
Plumbers and Electrical Contractors... “
“
5.00
Finance Companies ................................... “
“
3.00
Truck Cost Accounting............................... “
“
3.00
Trust Dept. Accounting............................. “
“
10.00
Realtors and Subdividers.......................... "
“
2.00
Wholesale and Retail Merchants........... “ 11x11
3.00
Insurance Agencies ................................... “
“
3.00
Personal Accounting............................... “
7x11
2.00
Any of the above Exhibits will be shipped PRE
PAID upon receipt of price shown, subject to
refund if desired, upon return in good condition
within 15 days from receipt. ORDER TODAY.

Charles R.Hadley Company
330 No. Los Angeles St. Los Angeles, California

--------- - pathfinders---------IN

IMPORTANT POINTS!
One of our students who sal for the May
C.P.A. examinations in the Slate of Illinois,
writes:
“ I had studied in your course all the
important points that came up on the
examination and am confident that I
passed. In short, I think my investment
in your course was the best step towards
passing the examination that I ever
could have taken.”
A New Jersey candidate writes:
‘‘Your course did wonders for me in
teaching me how to arrange the solutions
to the problems in an orderly manner so
as to complete them in the required
time. It was a wonderful drill and I
would recommend your course most
highly to all.”
When you enter the examination-room he
sure that you are as thoroughly prepared to
pass.
Write for booklet; there is no
obligation attached

C. P. A. Examinations Review
929 FISK BUILDING
Broadway at Fifty-seventh Street
NEW YORK CITY

Street ........................................................................................................................

Write for Illustrative Circular

SYSTEMS

Covers ALL

Signed.....................................................................................................................

City..........................................................................................................................

LOOSELEAF

.

Approved as a Correspondence School under the
laws of the State of New York
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tion of office appliance leaders can mean much
E plan, and you profit from our planning
to you and your profits. . . . Telephone your
because Remington Rand products and
Remington Rand office or write to us
plans help you to increase sales, to speed local
up
direct. Tell us where your present routine is
production, to buy properly and sell right.
unsatisfactory or where the information re
Remington Rand plans help you to cut costs
garding certain phases of your business is
and reduce overhead, in fact, to do at all times
incomplete or too costly. Tell us where present
the things that bring added profit. . . . Profit
equipment is not meeting today’s needs and
follows the proper planning of office and ad
giving you full return on your investment, or
ministrative routine. Yet many do not realize
let us survey and report our findings. We will
the vital part that equipment and plans for its
produce for you the plan you need. . . .
use play in every business. Whether you oper
Remington Rand Business Service Inc., 374
ate a small business from which you take all
Broadway, New York City. Branches in all
the profit, or whether you are a responsible
principal cities.
officer in a large corporation, this consolida
Dalton
Powers
Safe-Cabinets
Remington
Kardex

W

typewriters and
supplies are fa
vorably known
everywhere

Visible record-keep
ing systems bring
buried facts to
light

are daily provid
ing secure protec
tion for vital rec
ords of business

ten-key scientific
keyboard machines
are made for every
figure problem

punched card machines
handle statistics and
tabulations with speed
and accuracy

Library Bureau

Baker Vawter—Kalamazoo

filing systems, filing equipment, filing supplies, filing cab
inets have been the standard for almost three generations

loose-leaf binders and record systems are available for
every type of record

Remington Rand
BUSINESS SERVICE

INC

REMINGTON • KARDEX • SAFE-CABINET • DALTON • POWERS
KALAMAZOO • BAKER-VAWTER • LINE-A-TIME • LIBRARY BUREAU
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THE ACCOUNTANTS’ INDEX
The Key to Accounting Literature—
Probably the Greatest Accomplish
ment of its kind ever attempted

The Accountants’ Index and Supplement

Clearly and Simply
Point to the Source
FROM WHICH INFORMATION ON ANY ACCOUNTING OR
RELATED SUBJECT MAY BE OBTAINED
BOTH books should be in every Public Library. The busy accountant, lawyer,
engineer and business man cannot find any other reference books in the
field of accountancy so complete and satisfactory as these two volumes prepared
by the Librarian of the American Institute of Accountants.

The two volumes may be obtained at $15.00
Price of Supplement alone is $5.00

The American Institute of Accountants
135 Cedar Street, New York, N. Y.
When writing to advertisers kindly mention The Journal of Accountancy
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MODERN AUDITING PRACTICE
A short advanced course offered

to those who are qualified
N the preparation of our new twenty
lesson course in Public Auditing, our
Educational Staff has kept one thought
constantly in mind. That is the great need
for this training among accountants who
have previously learned the fundamentals
of accounting principles and procedure.
As a result, we are prepared to offer
this twenty-lesson course in Public Audit
ing as a separate unit to applicants who
are already competent accountants. No
attempt is made to teach general account
ing in this course.
To accountants whose auditing experi
ence has been confined to the internal
work of a business organization, this
course offers a thoro grasp of auditing
technique and procedure from the ex
ternal viewpoint.
To accountants whose public practice
has been somewhat limited, this course
offers exhaustive information regarding
Public Auditing.
To accountants who are thoroly seasoned
in public practice, this course offers an
excellent opportunity to "brush up” by
checking their ideas of theory and prac
tice against this latest compilation of text
material upon this important subject.
This twenty-lesson course teaches Audit

I

ing as practiced by public accountants (as
distinguished from the internal audit by
the comptroller and his staff). The audit
programs, questionnaires and review
sheets, presented in the lessons, contain
a wealth of valuable detail.
The reader is first given an understand
ing of public accounting practice and the
details of organization of public account
ing firms. Then he is brought directly
into the work in the order in which he
would meet it in public practice, first
Junior work, next Senior work, then the
work of the Principal.
He is told how to do the things he will
have to do when he gets on his first audit
ing job. He becomes acquainted with the
obstacles before he meets them and, as a
result, is able to handle the problems
which usually confuse the novice. The
successful public accountant must pro
gress through these three stages in his
public auditing work, and this course
helps the reader work thru each stage
successfully and as rapidly as possible.
As a final step in his training, the reader
is led thru a complete audit, step by step,
and learns the things that are done and
how the problems that arise are solved.
The fee is $42.00.

ONE of the lessons of this course, containing exhaustive suggestions that

can be used in preparing an audit program, will be furnished to you free,
with full information regarding this course, if you will write the International

Accountants Society, Inc., 3411 South Michigan Avenue, Chicago, Illinois.

International Accountants Society,
A Division of the
ALEXANDER HAMILTON INSTITUTE
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of

Accountancy .

Inc.

X

THE JOURNAL OF ACCOUNTANCY

The New

Weighs less than7lbs
Size 6¼x11¼ inches
Fits a desk drawer
Accumulates to 9,999.99

This new machine will be found in
valuable for checking and proving
sales slips and invoices, figuring in
ventories, mark-up, interest, discount
and percentages; for pay roll exten
sions, checking freight bills, adding
cashiers’ stubs and many other uses.
It is built with the same care as

Burroughs Calculators of larger
capacity and is backed by Burroughs
guaranty and world-wide service. At
$80 it is priced so low that it should
be found on every desk of every
business large or small.
Ask your local Burroughs represent
ative for a demonstration or write to

BURROUGHS ADDING MACHINE COMPANY, 6346 SECOND BLVD., DETROIT, MICHIGAN
When writing to advertisers kindly mention The Journal of Accountancy
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American Institute of Accountants
Examinations
[Following is the text of the examinations in auditing, law and accounting pre
sented by the board of examiners of the American Institute of Accountants,
May 17 and 18, 1928.]

Examination in Auditing
May 17, 1928, 9

a. m.

to 12:30 P.

m.

The candidate must answer all the following questions:

No. 1 (8 points):
Prepare an audit programme for a thorough verification of the
cash balance of a corporation operating a chain of retail drug
stores.

No. 2 (15 points):
In commencing an audit, on January 20, 1928, of the accounts
of four brothers for the calendar year 1927, the following condi
tions are met:
The accounts of each estate are kept in a separate set of books,
in order to preserve the privacy of the affairs of each brother.
The records of all the personal estates are kept by one confidential
secretary and his staff. The books of each estate have been
closed as of December 31, 1927, but none of the January, 1928,
transactions has been entered. All the personal estates are large
and include many marketable securities. The owners of these
assets are often away for several months on business or for recrea
tion. During the year under audit, there were frequent pur
chases and sales of stocks and bonds. Some of the investment
securities are kept in the secretary’s office safe, others are kept in
separate safe-deposit boxes for each estate and the rest are held
by brokers. The secretary has access to all safe-deposit boxes.
401

The Journal of Accountancy
Outline the procedure to be used in verifying the securities and
submit the report which you would make upon this feature of the
examination.

No. 3 (7 points):
Mention five important points of personal conduct to which an
auditor or accountant should give particular attention on an
engagement.
No. 4 (10 points):
For several years, including 1925, a public accountant had pre
pared statements and tax returns for the F corporation. In
August, 1926, he was approached by M who, according to the
newspapers, had purchased the F corporation’s business. M
asked him for copies of his statements previously made for the
corporation, his stated intention being to use them for compara
tive purposes. M asserted that he had the financial records from
the inception of the F corporation.
Explain fully how you would act if confronted by such a situa
tion and tell why.
No. 5 (15 points):
A manufacturing company submits an inventory based on
actual count or inspection. Outline a suitable programme for the
verification of such an inventory.

No. 6 (10 points):
You are engaged to audit the books of account of the X corpora
tion for the year ended December 31, 1927, its condensed balancesheet, as of that date, being as follows:
Assets
Current assets.....................
Fixed assets.......... $75,000
Less: Deprecia
tion reserve.. 15,000
----------

60,000

Liabilities
Current liabilities............... $30,000
Capital stock. . . . $80,000
Less: In treasury 20,000
---------60,000
Surplus....................................... 40,000

$130,000

$130,000

$70,000

A statement of the surplus account is as follows:
1927

Jan.
Mar.

Dec.

1 Balance forward.....................................................................
15 Income tax, 1926................................................
$2,500
16 Cash dividend (25 per cent.)...........................
20,000
31 Net profit for year 1927.....................................
Balance down......................................................
40,000

$22,500

$62,500

$62,500
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Your investigation of the item of treasury stock reveals that the
company, by proper corporate action, acquired 200 shares of its
own capital stock in March, 1927, immediately after declaration
of dividend, paying $20,000 cash therefor, as evidenced by the
entry on the books:
Treasury stock, Dr..................................
Cash, Cr................................................

$20,000
$20,000

The laws of your state provide:
“Every corporation shall have the power to purchase, hold, sell and
transfer shares of its own capital stock; provided that no such corporation
shall purchase its own shares except from the surplus of its assets over its
liabilities, including capital.”

Being authorized by the board of directors to make any entry
you deem necessary to bring the treasury stock purchase within
the requirements of the law, state what entry, if any, you would
make.
Note:—No income tax for 1927 is to be given consideration.

No. 7 (10 points):
You are retained to audit the accounts of a fruit-packing plant
for the year ended December 31, 1926. The packing season is
from May 15th to September 15th.
As you are required to certify to the profits for the year 1926, as
well as to the closing balance-sheet, you will have to examine the
inventories at the beginning and end of the period.
You find that the company did not maintain any accurate
stock records and that the costs were very largely a matter of
estimate.
In this particular company, large stocks are carried over at the
end of each year.
Outline your procedure in verifying the opening inventory.
No. 8(10 points):
In 1925 the T corporation purchased heavy motors, costing
$30,000, and charged them to “equipment” account. As an
“electrical equipment” account was also carried on the books, the
auditor questioned the distribution and was told that “electrical
equipment” included only unitemized plant charges, such as
wiring. The charge was allowed to stand.
Depreciation rates in effect were 15 per cent. the first year: on
machinery, 10 per cent. on remaining balances thereafter; on
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equipment and electrical equipment 40 per cent, on remaining
balances.
Under long-standing bonus contracts with managers 65 per
cent. of the profits were divided among them.
Late in 1926, it was discovered that heavy motors had, prior to
1920, been charged to machinery account and the auditor was so
informed.
What action should he take or recommend?
No. 9 (9 points):
A corporation finds that if it charges the usual amount of de
preciation, the net profits for 1927 will not equal the dividend
requirements. It decides to make no charge for depreciation in
that year, as an appraisal has shown a large appreciation in fixed
assets over book value and a depreciation considerably less than
the reserve on the books.
The declaration of a dividend is delayed pending your advice.
What advice will you give?
No. 10 (6 points):
(a) Outline a method of handling dues for a club which has
two classes of members.
Bills for dues are rendered semi-annually. A statement of
income and expense and a balance-sheet are prepared monthly.
(b) Indicate the accounts which might appear on the balancesheet relating to dues and state in what balance-sheet group each
should appear.

Examination in Accounting Theory and Practice
PART I

May 17, 1928, 1

p. m. to

6 p. m.

The candidate must answer the first four questions and one
other question.
No. 1 (30 points):
(a) The M E F Manufacturing Company distributes burden by
using man-hour departmental rates, determined at the close of
each month.
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Last month, the rate for department F was almost double that
of the prior month and the president of the company claims that
an error has been made.
The cost accountant says that he has determined the rate as
usual and that his computations are correct.
You are called in to investigate and you discover that one half
of the machines in the department were idle during the greater
part of the period, which accounts for the increase in the burden
rate.
The president expresses his opinion to you that the cost account
ant is confusing “cost” with “loss.”
Discuss the matter and explain, briefly, your conclusions.
(b) The plant of the Atlas Manufacturing Company is made up
of six buildings, on one site, in the town of P.
Burden is distributed by using the “ predetermined-machinehour rate method.”
A machine, numbered A-2-34, has a burden rate of $0.2146 per
hour, on the assumption that the center should operate 2,000
hours in the current year.
Explain, as fully as possible, giving schedules, how the rate is
determined, assuming that steam power is used and that light and
water are purchased. (Note :—You may submit your answer to
part (b) in the form of a diagram, if you so desire. The time
devoted to problem No. 1 should not exceed one and one-half
hours.)

No. 2 (23 points):
A partnership agreement provided that profits or losses should
be shared in this proportion: A, five twelfths, B, one third and C,
one fourth, the capital contributed originally being in this propor
tion.
At the end of a certain period, the books showed assets, $90,000
and these capital accounts: A, $10,000, B, $30,000 and C,
$50,000.
It was decided to liquidate and in the process the following
transactions were recorded:
Mar. 31—Assets inventoried at$10,000 were sold for
Apr. 30— “
“
“
40,000 “ “ “
June 30— “
“
“
10,000 “ “ “
Sept. 30— “
“
“
30,000 ...............

$8,000
19,500
7,000
14,700

The amounts realized were credited, as of the dates given, in
accordance with agreement.
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Prepare a statement showing the entries in each partner’s
account and the final balances.

No. 3 (8 points):
A is a holding company. B is a wholly owned subsidiary com
pany of A. B company gives an accommodation note to A
company for $100,000 and A company discounts this note with its
bank.
How should this transaction be shown on the balance-sheet of
A company, on the balance-sheet of B company and on the
consolidated balance-sheet of A and B companies?
No. 4 (16 points):

On January 1, 1920, the Noble Machine Company purchased a
new building for $40,000. It was believed that its service life
would be 20 years without scrap value, and straight-line provision
for depreciation was made accordingly.
In the late spring of 1925, the Wright Appraisal Company
reported that the building had a replacement value of $60,000 on a
25-year life basis.
The directors desire to set up the appraisal value on the books,
as of June 30, 1925, and ask you to submit the necessary entries
as of that date and also for the closing of the books on December
31, 1925 and 1926.
No. 5 (23 points):
An architect (not a member of the American Institute of
Architects) became party to a contract for the construction of a
building for which he had drawn the plans.
The actual construction was undertaken by a construction
corporation and the agreement was that 40 per cent, of the profit
of the corporation, after providing for federal tax, should be paid
as compensation to the architect.
Upon completion of the contract, the books of the corporation
showed:
Profit before tax (13½%) and before payment of architect’s
compensation ............................................................................ $232,401.50
Expenses included in book figures, not allowable as deductions
from profits in computing tax, but proper deductions for com
putation of architect’s proportion of profit.............................
13,205.00

The architect’s compensation is deductible from the corpora
tion’s taxable income.
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What is the amount of the tax and what is the compensation of
the architect?
Give proof of your answers.
No. 6 (23 points):
It is desired to retire a loan of $900,000 due in 20 years by the
establishment of a sinking fund earning 5 per cent. per annum.
No payments are to be made to the sinking fund until the end of
the fourth year.
The first five annual payments would each be of the same
amount. The next five would each be 50 per cent. more than
those of the first five years. For the remainder of the term, they
would each be double those of the first five years.
What would be the respective annual payments?
Given at 5 per cent:
Sn

(1+i)n

4 1.2155
5 1.2763
6 1.3401
7 1.4071
11 1.7103
12 1.7959
16 2.1829
17 2.2920
20 2.6533

4.3101
5.5256
6.8019
8.1420
14.2068
15.9171
23.6575
25.8404
33.0660

Examination in Commercial Law

May 18, 1928, 9 a.

m. to

12:30 p. m.

Answer no more than ten questions as directed.
Give reasons for all answers.
NEGOTIABLE INSTRUMENTS

Answer three questions.
No. 1. Is it necessary that a promissory note contain the
words “for value received” or other words expressing considera
tion in order that the note be negotiable?
No. 2. X represents to Y that he is soliciting money for a
charity and succeeds in getting Y to draw a cheque payable to X
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for $100. X endorses the cheque to A, an innocent third party,
who has no notice of any defenses. X receives from A for the
cheque $100, which X keeps. X, as a matter of fact, did not
represent the charity. After the cheque has passed to A, Y
learns that he has been defrauded by X, and he therefore stops
payment on the cheque. The bank on which the cheque is drawn
does not pay the cheque when it is presented by A. A sues Y
on the cheque, and Y defends on the ground that the cheque was
originally obtained from Y by fraud. Is the defense valid?
No. 3. In the preceding question assume that Y, after the
transactions mentioned and before suit is filed, becomes insolvent
so that it will be futile for A to try to collect anything from him.
If such were the case, could A recover from the bank on which the
cheque was drawn?
No. 4. A negotiable promissory note is expressed to be
payable to the order of X six months after date. Through error
A, the maker of the note, fails to date it “January 1, 1927,” the
date on which it was given. X fills in “July 31, 1926” as the
date, and on January 15, 1927, endorses the note to B, who is a
bona-fide purchaser of the note for value without notice that there
is anything wrong with the note. B, on February 1,1927, presents
the note to A for payment. A refuses to pay. On February 15,
1927, B sues A, who defends on the ground that his obligation is
not due until six months after January 1, 1927. Is the defense
valid?
CONTRACTS

Answer two questions.
No. 5. August 1, 1927, A in Baltimore by letter to B in New
York offers to sell to B five hundred bushels of potatoes. The
price, description, terms and place of delivery are all set forth in
the letter and are sufficiently definite for a contract. On August
2, 1927, the price of potatoes rises, and A wires B that he revokes
his offer of August 1, 1927. A few minutes before receiving this
wire B had put in the mail a letter to A properly addressed and
stamped in which he accepted A’s offer. A does not receive this
letter from B until after B has received A’s wire. Was there a
contract between A and B?
No. 6. A owes B $500. There is no dispute as to the amount
owed or as to A’s liability to pay the $500 to B. A pays B $300,
and B gives to A a receipt for the $300 in which he states that he
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accepts the $300 in full discharge of A’s obligation to pay the
$500. Later B sues A for the remaining $200. Can he recover?
No. 7. A in writing offers to sell to B three dozen hats. The
description of the hats, the price of them and the terms of the
proposed sale are all set forth in the offer and are all sufficiently
definite for a contract. A also states in the offer as follows:
“I agree that this offer will remain open for two weeks and that I
can not revoke it until the expiration of that time.”

At the end of one week A writes B that he revokes the offer.
In reply B writes to A that he accepts the offer to sell as stated
in A’s original letter. This letter is received by A before the
expiration of the two weeks. Was there a contract?
CORPORATIONS

Answer both questions.

No. 8.

(a) What is a cumulative dividend?
(b) What is a de facto corporation?
(c) What is a de jure corporation?

No. 9. Has a corporation, without express statutory authority
to do so, the power to purchase and hold the stock of another
corporation, assuming, of course, that there is no statute expressly
prohibiting the corporation from doing this?
PARTNERSHIP

Answer one question.
No. 10. Jones, Smith and Brown are partners engaged in the
business of buying and selling real estate. The name of the firm
is “Jones, Smith & Brown.” Brown resigns and a new firm
is formed composed of Jones and Smith, but the new firm con
tinues to use as its firm name the name of “Jones, Smith &
Brown.” People who had been trading with the old firm were
not notified of the dissolution. Six months later X, a person who
had been trading with the original firm for a number of years
prior to its dissolution and who did not know of its dissolution,
"entered into a contract with Jones on behalf of the new firm
“Jones, Smith & Brown.” The contract was breached by the
new firm “Jones, Smith & Brown” and X was damaged. Can X
hold Jones, Smith and Brown individually responsible, or can
he simply hold Jones and Smith individually?
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No. 11. (a) If no time is expressly or impliedly specified in the
articles of partnership for the time that the partnership will last,
when may the partnership be terminated?
(b) Whenever a partner retires or a new one is admitted to
the firm, does that operate to dissolve the existing partnership
and cause the formation of a new partnership?
FEDERAL INCOME TAX

Answer both questions.
No. 12. A buys a house in 1916 for the purpose of living in it
as a home. In 1927 he sells the house for $5,000 less than it
originally cost him. Can he deduct this $5,000 from his gross
income in order to determine his net income for the year 1927?
No. 13. (a) How are partnerships taxed under the revenue
act of 1926?
(b) Summarize the provisions of the 1926 revenue act relating
to losses allowed individuals as deductions.

Examination in Accounting Theory and Practice
PART II

May 18, 1928, 1 p.

m. to

6 p. m.

The candidate must answer all the following questions:

No. 1 (25 points):
From the following particulars, prepare a statement showing the
disposition of funds received during the year ended December 31,
1927, and statement of working capital:
A Company—Balance-sheets
Years ended Dec. 31
Assets
1927
1926
Cash....................................................................................... $300,000 $170,000
Certificate of deposit..............................................................
200,000
Marketable securities.............................................................
220,000 100,000
Customers’ notes and accountsreceivable...........................
300,000 250,000
Inventories...............................................................................
160,000 100,000
Investment in affiliated company.........................................
180,000 200,000
Cash and securities in sinking fund.................................
70,006
Deposit on account of new construction.........................
140,000
Plant and equipment.......................................................... 2,000,000 1,400,000
Goodwill................................................................................
200,000
Discount on funded debt...................................................
50,000
20,006

$3,550,000 $2,510,006
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Liabilities
Accounts payable................................................................
Purchase-money obligations..............................................
Interest, payroll and taxes accrued..................................
Reserve for depreciation....................................................
Funded debt:
First-mortgage six per cent. bonds .............................
Serial gold notes..............................................................
Premium on treasury stock sold.......................................
Capital stock........................................................................
Earned surplus.....................................................................

Years ended Dec. 31
1927
1926
$200,000 $150,000
120,000
40,000
20,000
600,000 400,000
350,000

1,000,000
170,000
1,000,000
540,000

800,000
670,000

$3,550,000 $2,510,000
Surplus Account

Balance—January 1, 1927.....................................................................
Net income for year ended December 31, 1927.................................
Appreciation of marketable securities..................................................

$670,000
200,000
70,000

$940,000

Dividends—Cash.............................................................
“
—Stock.............................................................
Goodwill written off........................................................
Discount on bonds..........................................................

$90,000
90,000
200,000
20,000

400,000

Balance—December 31, 1927................................................................

$540,000

No. 2 (22 points):
The balance-sheet of the Tiber Manufacturing Company, Inc.,
as at December 31,1926, prepared by the company, was as follows:
Assets
Current assets:
Cash.......................................................................................................
Notes and accounts receivable..........................................................
Inventories (at lower, cost or market):
Raw material and supplies..........................................
$80,000
Goods in process............................................................
35,000
Finished goods...............................................................
120,000
Goods on consignment.................................................
25,000

Total current assets....................................................................
Prepaid expenses:
Interest and insurance........................................................................
Fixed assets:
Land....................................................................................
$75,000
Buildings............................................................................. 325,000
Machinery and equipment............................................... • 550,000

$17,500
165,000

260,000
$442,500
1,700

950,000

Total.............................................................................................. $1,394,200

Liabilities
Current liabilities:
Notes payable..................................................................................
$145,000
Accounts payable................................................................................
230,000
Accrued liabilities—wages and taxes................................................
7,000
Total current liabilities..............................................................
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Reserves:
Depreciation....................................................................... $220,000
3,500
Bad debts...........................................................................
50,000
For general purposes........................................................

273,500

Stockholders’ equity................................................................................

738,700

Total.............................................................................................. $1,394,200

The authorized capital stock of the company, all of which is
outstanding, consists of 3,000 shares of 6 per cent. cumulative
preferred stock and 5,000 shares of common, all shares being of
the par value of $100 each. The former is preferred both as to
capital and dividends and the preferred dividends, payable
June 30th and December 31st, have been paid to June 30, 1925.
Advances to officers and employees aggregate $25,000, for
which notes were given. Travel advances to salesmen amount
to $3,500 and the balances due from customers on open account
are expected to realize $133,000. Customers’ notes receivable
amounting to $20,000 have been discounted.
The stated liability on notes payable includes trade acceptances
$25,000 and the balance, consisting of loans from banks, is
secured by the hypothecation of finished goods valued in the
inventory at $70,000.
The fixed assets are stated at the appraised value of December
31, 1926, when the net book value—$500,000 (cost less deprecia
tion)—was adjusted to the appraisal figures.
Noting these facts, you are asked to comment on the above
balance-sheet making such changes in form as you consider
desirable.

No. 3 (13 points):
A corporation was formed January 1, 1909.
The buildings, taken over from a predecessor company, were
set up on the books of the new company at cost to that company,
in one amount, and depreciation for federal income-tax purposes
was based upon such value.
As of December 31, 1926, an appraisal was made of the com
pany’s plant in detail and new plant values, representing depre
ciated replacement values, were set up on the books as of Jan
uary 1,1927.
As the result of an earthquake in 1927, part of the walls of one
of the buildings collapsed and had to be rebuilt, the loss sustained
not being covered by insurance.
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State how you would proceed to estimate (1) the amount of
the book loss to be recorded and (2) the amount of loss to be
claimed on the company’s federal income-tax return for 1927.
If the loss to be claimed on the tax return is $4,480, and depre
ciation on buildings has been taken at the rate of 2 per cent.
per annum, what was the indicated cost at January 1, 1909, of
the walls destroyed?

No. 4 (40 points):
X corporation desired control of corporation B and to that end
began buying its common stock wherever it could be found.
As a result, the price demanded for the stock advanced so high,
that in June, 1927, the X corporation discontinued this plan of
purchase. In the meantime, it had bought 20,000 shares at
prices ranging from $20 to $50, averaging $36. In addition, it
had acquired 12,000 shares by an exchange, from its own treas
ury stock, of one half share of X preferred and one share of X
common for each share of B stock.
In November, 1927, by direct negotiation, the directors of
corporation B (who controlled 60 per cent. of its stock) agreed to
sell to X corporation all its assets, except cash, at December 31,
1927, on the following basis:
(1) For sound value of fixed assets, as determined by ap
praisal, corporation B is to be paid 10 per cent. in cash
and 90 per cent. in preferred stock of X corporation.
(At par, $100 per share.)
(2) For current assets, at 90 per cent. of book value, cor
poration B is to receive cash, less the amount of current
liabilities, which are to be assumed by X corporation.
(3) B corporation is to receive common stock of X corporation
(at par of $50 per share) as payment for goodwill, in
cluding all intangibles, the amount to be determined by
capitalizing at 20 per cent. the average net earnings for
the 5 years 1923 to 1927, inclusive, in excess of $2 per
share on 100,000 shares of outstanding stock.
In determining such net profits, adjustments are to be made to
bring such items as depreciation and capitalization of fixed-asset
charges in the several years, to the basis to be determined by a
retrospective appraisal. Administrative salaries, also, are to be
adjusted to $24,000 for each year in which greater amounts were
actually paid.
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An audit, before the above settlement adjustments, discloses
the following facts:
1923...............................
1924...............................
1925...............................
1926...............................
1927...............................

.
.
.
.
.

Net
profits
$81,000
192,400
178,000
313,000
297,000

Adminis
trative Depreciation
charges
salaries
$15,000
$198,000
207,000
30,000
21,000
214,000
70,000
242,000
62,500
251,000

Net addition
to fixed
asset accounts
$40,000
12,000
202,000
300,000
84,200

The audit also discloses that profits had been augmented by
gains in sales of fixed assets over depreciated values as follows:
1925...............................................................
1926...............................................................
1927...............................................................

$14,100
16,800
1,300

The appraisal report shows the following:
Proper additions
True
to fixed assets
depreciation
1923...........................................
$62,000
$140,000
1924...........................................
18,000
140,400
1925...........................................
260,000
146,000
1926...........................................
297,000
157,200
1927...........................................
91,800
165,000
Reproduction value of fixed assets, December 31,
1927........................................................................ . $6,200,000
Depreciation...................................................................
2,800,000
Sound value.................................................................... $3,400,000

The true depreciation shown by appraisal is presumed to be
sufficient to absorb all cost of an asset during the years of its use,
so there should be neither profit nor loss at time of sale or
scrapping.
The condensed balance-sheet of B corporation, December 31,
1927, is as follows:
Assets
Cash...........................................................................................................
Receivables...............................................................................................
Inventories................................................................................................
Prepaid expenses.....................................................................................
Mortgage sinking fund...........................................................................
Plant.................................................................................... $4,000,000
Less: Depreciation........................................................
2,400,000
Organization expense...............................................................................
Patents and trademarks.........................................................................
Liabilities
Notes and accounts payable..................................................................
Long-term notes......................................................................................
Mortgage on plant, due January 1, 1928............................................
Common stock—100,000 shares, no par value...................................
Surplus. ....................................................................................................
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56,000
574,000
9,000
400,000
1,600,000
80,000
1,000,000
$3,800,000

$200,000
100,000
1,000,000
2,000,000
500,000
$3,800,000
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X corporation has sufficient shares of capital stock, authorized
but unissued, to comply with the settlement terms, but to meet
the cash requirements, it issues 6 per cent, gold notes amounting
to $1,000,000, which are taken by a syndicate for cash at 96
per cent. net.
After the deal is consummated, corporation B immediately
liquidates all liabilities, including costs of settlement and liqui
dation amounting to $20,000, and distributes all assets in kind to
stockholders.
From the foregoing, you are required to prepare
(a) a tabulated statement showing the determination of
amounts needed for settlement purposes,
(b) all journal entries to give effect to above transactions on
the books of corporation B,
(c) all journal entries to give effect to above transactions
on the books of X corporation.
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A Silhouette in Oil
By H. G. Humphreys
As a result of a suggestion at a meeting of the American
Petroleum Institute in December, 1924, much interesting matter
has since been circulated by that Institute for public information.
As a preface to the consideration of accounting in its relation to
the oil industry, it seems well to give heed to some of the high
points of the information that has been disseminated.
GENERAL CONDITIONS

From the year 1859 down to the present time, 65 per cent. of the
world’s production has been obtained in this country; at the pres
ent time, 70 per cent. of the world’s oil is produced here. Rumors
are current that Central America has proven areas containing
vast reservoirs of oil that will balance any possible shortage that
may be experienced in the United States for many years to come.
Crude oil brought to the surface represents a permanent depletion
of the source of supply. No one can tell when the general peak of
production will be reached. When it does arrive, we shall look
for the abandonment of facilities on a vast scale, and, at that
time, the concern having acreage of considerable potential pro
duction, in proven territory, will be in a fortunate position—
indeed, it may be set down as an axiom that the future success of
an oil company depends upon the productivity of its undeveloped
acreage.
It seems that executives already feel some concern over the
ultimate exhaustion of our oil fields. The prevention of waste in
exploiting producing properties is receiving consideration. Min
eral rights are being acquired in properties with the hope of finding
oil at much greater depths than the present average horizons. It
is said that by present methods only from one sixth to one fifth of
the oil in the ground is brought to the surface. Inventive minds
are at work, aiming to bring some of the remaining oil into pos
session, and their efforts may meet with success.
When our natural crude-oil reserves show signs of final decline,
we may expect the utilization of our coal, lignite and shale de
posits for conversion into petroleum. It is said that the coal and
lignite will yield 92,000,000,000 barrels of oil, and the shale may
be expected to supply a like quantity. It is interesting to note
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that the federal oil-conservation board, in its second report issued
in January, 1928, recommends for executive withdrawal 4,000
acres of publicly owned coal deposits in Wyoming and Montana.
This acreage is estimated to be capable of supplying our govern
ment with 80,000,000 barrels of petroleum.
Thanks to our enormous natural resources and to our scientists,
we can rest assured of an adequate supply of gasoline for many
generations. The present yield of gasoline from crude oil in all
probability will be much increased as the result of future improve
ments in refinery practice. Notwithstanding the constant in
crease in the number of automotive vehicles, the commensurate
increase in consumption of gasoline that one would ordinarily
expect will probably be prevented by the introduction of more
efficient high-compression engines, giving more mileage per gallon.
It might be mentioned here that at the present time the electric
vehicle, limited as to touring radius owing to lack of lightweight
storage battery, probably excels the gasoline car for purposes of
local delivery requiring frequent stops.
The market of crude oil, gasoline and fuel oil is subject to wild
fluctuations that are probably due to the influence of that cele
brated team known as “supply and demand.” The pair seems to
overlook lubricants, whose prices hold fairly true to line in fair
weather and foul. The crude-oil producer, per se, benefits or
suffers the most from these fluctuations, as the case may be. The
prices of gasoline, as a general rule, rise and fall in accord with
those of crude oil. A refinery assured of a supply of crude oil to
its capacity is in a reasonably safe position, especially if its output
includes a good proportion of lubricants and if it has a satisfied
group of customers.
Ninety-nine per cent. of all public money paid into the oil in
dustry represents the purchase price of refined products. The
producer collects from the pipe line; the pipe line from the refinery;
the refinery from the ultimate consumer, through jobbers or its
own distributing facilities.
One sixth of the country’s entire freight tonnage of manufac
tured goods consists of refined petroleum and its by-products.
The number of derivations of petroleum goes on constantly in
creasing. A volume might be written on the one subject of these
by-products. One may pause to wonder, not only at the multi
plicity of products now derived but at what our research labora
tories may yet bring forth from crude oil.
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It is said that the amount invested in the oil industry is twice
that of the steel industry and is exceeded only by the investment
in agriculture and in railroads. There are approximately 1,250,000
persons actually engaged in the oil business. In a summary
of oil properties, plants and facilities, there would be found over
300,000 producing wells of which less than 3 per cent. produce 50
per cent. of the oil; 90,000 miles of pipe lines containing 16,000,000
barrels of oil; 800,000,000 barrels of tankage; 330 refineries;
150,000 tank cars, not to mention the vast number of terminals,
warehouses and service stations, and the tremendous stocks of new
and used materials carried for construction and replacements.
As the supply of oil and gas diminishes in a given field, the
values of investments in pipe lines, gasoline plants and refin
eries dependent on the raw supplies from that field likewise
diminish.
It is said that the investment in oil amounts to eleven billion
dollars: whatever it is, a great deal of it is represented by facilities
for refining, transporting and distributing that are greatly in
excess of actual requirements. For example, the present increase
in distributing stations goes on at a rate far beyond that of the
increase in gasoline consumption.
On the theory that “ he who produces goods at the least cost will
endure”, it seems probable that small concerns which are unbal
anced of themselves will combine so as to form a full-fledged unit
capable of competing in future markets.
On the basis of present markets, bearing in mind the imperma
nence of the industry, much of the taxation takes on the character
of confiscation of capital.
ACCOUNTING SYSTEM

Most of the large companies have adopted a set card of ac
counts. Each item of a journal entry is so described and num
bered that it may be conveniently posted to its relative account in
the general ledger and also to the proper feature of its respective
operating unit in the subsidiary record (investment, earnings or
expense).
These numbers are usually applied:
(1) To general ledger accounts, in such order that the trial
balance will be most convenient in preparing financial
statements at the close of each month.
(2) To departments or districts.
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(3) To operating units (leases, plants, tank cars, service sta
tions, etc.)
(4) To features of earnings (crude oil, gas, gasoline, lubricants,
fuel oil, etc.)
(5) To features of expense.
(6) To such other classifications and sub-classifications as may
be necessary.
A well designed card of accounts, according to the above out
line, makes for directness, accuracy and speed in the performance
of office work; it enables the chief clerk to visualize the current
progress of the work in general and to measure the relative merits
of his assistants. Office assistants who have been thoroughly
trained in the correct accounting procedure of an oil company
constitute an important asset value, which is reflected in realized
income by the elimination of unnecessary expense and by the
contribution made to operating heads in the form of prompt and
accurate comparative reports, drawn up so as to suggest economic
measures.
ACCOUNTING

The chart on pages 420 and 421 is a broad outline of the ac
counts of an oil company.
By arranging the detailed accounts so that they will fall under
their respective captions, by departments, as shown in this chart,
the operating efficiency of each department, measured by its in
vestment, is determined. Any considerable spread for a given
month, as compared with previous months, may readily be traced
to the unit or units of operation in which the differences occurred.
Many concerns are now making a forecast of their income,
usually for quarterly periods. The same detailed form is used for
the forecast as for the actual figures, as compiled after the close of
the period. The differences between forecast and actual condi
tions are thus automatically brought into comparison.
In brief, the accounting system is designed to yield, in the most
direct manner, the necessary information, viz:
(a) Balance-sheet, income account and all supporting
statements.
(b) Operating statistics.
(c) Tax and insurance data.
(d) Capital additions by units.
(e) Actual quarterly income for comparison with forecast.
(f) Departmental investment and income.
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departments

—

10. Administrative

7.

Marine
8. Marketing
9. Other operating

car

Refinery
Pipe line

Natural gasoline

6. T a n k

5.

4.

3.

420

a n d e q u i p m e n t ............................................................................................

:

products ....................................................................................................

Transportation r e v e n u e ...................................................................................................
Miscellaneous operating r e v e n u e ..........................................................................................

Sales, refined

Fluctuation of crude-oil stocks at wells ....................................................................................
Sales, gas ( c o m p a n y ’s proportion) .........................................................................................
Sales, water a n d p o w e r ....................................................................................................

—

Deduct: Proportion applicable to joint interests..........................................................................
Deduct: Reserve for depletion ............................................................................................
Deduct: Reserve for depreciation and/or amortization ....................................................................
Gross earnings external a n d internal (inter-company a n d inter-department)
Sales, crude oil ( c o m p a n y ’s proportion) ...................................................................................

Office buildings

Material a n d repair shops, tools a n d sundry facilities.....................................................................

Oil-transportation facilities................................................................................................
Distribution facilities for refined p r o d u c t s ................................................................................

Production

12345678
Crude-oil storage

2. Crude-oil storage

Investments at cost :
Lands, leases a n d easements ...............................................................................................
Intangible development of leases ..........................................................................................
Producing departments general plant a n d e q u i p m e n t ...................................................................
T a n k a g e (crude oil a n d refined products) .................................................................................

to

Departments

Refinery

a n d gas

Natural gasoline

oil

Pipe line

—

Marine

Production

Tank car

1.

Marketing

Departments:

9 10
Other operating

description of
accounts a n d their relation

Administrative

General
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421

e x p e n s e .......................................
. .

Depletion of lease costs ................................
Depreciation of cost, plants, equipment a n d facilities
Other capital extinguishments, including amortization ...

Interest

Miscellaneous i n c o m e ..................................
Miscellaneous income charges .........................

Selling

expenses .......................................
General expenses (apportioned over departments) .....

Fluctuation of crude-oil inventories ...............
Operating expenses (labor a n d supplies)..........
Containers u s e d ................ ..................
Repairs a n d m a i n t e n a n c e .........................
Rent, taxes a n d insurance ........................
Refined products (transfers f r o m refinery) .......
Fluctuation of stocks, finished a n d in process ......
Deduct: Sale of residue gas a n d sundries .........
Deduct: Proportion applicable to joint interests..
. .

. . . .

(including transfers f r o m leases)
Other c o m p o n e n t s of prime material cost .........

G a s purchased

Direct operating costs:
C r u d e oil f r o m leases..............................
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and

$8,716
$8,716

Operating expenses b y years .................................

Operating expenses a c c u m u l a t e d ............................

422
$61,900

$56,587

$14,850

$507,517

$76,750

94,100

174,831

40,215

1921

$31,453

$69,099

$12,512

$5,357
$5,357

N e t earnings b y years .......................................

N e t earnings a c c u m u l a t e d ...................................

$91,576

*

Depletion a n d depreciation a c c u m u l a t e d ....................

$7,075

$278,436

$165,419 $172,494

$160,062

$223,611

$54,825

$24,033

$77,082

$7,983

$17,831

3,293

$14,538

$6,202

$168,275 $174,477

($4,219)

$15,990

$92,076

$6,397

$630,073

$22,387

30,179

238,752

10,939

1925

$19,887

8,078

15

$11,794

$170,181

($4,296)

$10,655

14,640

254,291

7,033

1927

$5,228

$104,020

$5,427

$9,134

3,159

114

$5,861

$2,413 ($3,906)

$376,062 $385,196

$10,515

3,426

$7,089

$550,925 $556,153

$12,928

$98,593

$6,517

$649,518 $660,173

$19,445

21,673

247,258

8,506

1926

$172,450 $174,863 $170,957

$2,269

$365,547

$13,721

4,481

123

$9,117

$522,007 $537,997

$15,591

$85,679

$8,597

$607,686

$24,188

41,118

227,813

14,152

1924

$314,108 $331,939 $351,826

$35,672

10,312

20,884

47,253

*****

$132,035

7,538

427

9,510

32,619
22,042

$91,576

$17,822

$33,514

$75,272

$36,915

Depletion a n d depreciation b y years ........................

$32,016

55,270

213,661

17,445

1923

$551,482 $583,498

$43,965

72,715

196,216

21,385

1922

O perations

$389,030 $450,930 $482,383 $506,416

$292,097

$41,737

$33,021

$430,767

$325,118

134,315

134,616

90,321

1920

of I nvestment and

*****

$96,933

Operating earnings a c c u m u l a t e d .............................

Deductions f r o m operating earnings:
Depletion of leasehold cost ................................
Depletion of intangible drilling cost .......................
Depreciation of e q u i p m e n t cost ...........................

$96,933

Operating earnings b y years .................................

***

****$105,649

(oil,

Gross earnings a c c u m u l a t e d .................................

reserves

$105,649

oil

gas a n d sundries)..............

Balance of
224,636

44,295

Gross earnings b y years

actual barrels ....................

estimated barrels...................

—

268,931
44,295

1919

G as L ease — Summary

—

Production accumulated

—

Oil reserve at basic date

Production b y years

O il

estimated barrels .................
actual barrels.........................

—

X Y Z Lease
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Investment a c c u m u l a t e d ..................................

out:

less

reserves ...................................

423

56,587

41,737

*****

N ote .—

Leasehold a n d equipment cost are reserved against in the ratio of

oil

$45,204
45,204

105,649

Expenditures in excess of gross earnings ..................
$293,638
$16,786
P a y o u t Gross earnings in excess of expenditures, b y years ...........................
P a y o u t Gross earnings in excess of expenditures, a c c u m u l a t e d .....................

—
—

$4,047

$625

$625

69,099

$409,773

$95,665

77,082

$410,398

$78,459

oil

$23,408
96,018

583,498

recovered to the

$27,406
72,610

551,482

$399,287 $447,553 $462,313 $478,872 $487,480
507,517

****

$405,726

$390,571 $405,816

$182,205 $127,290

**

8,716

$7,538
(3,491)

$15

($833)

(848)

$123

$403,061

($6,504)

(6,627)

$37,514

$26,856

$18,778

$385,196

92,076

98,593

104,020

$22,494
134,936

$13,071
148,007
reserve at basic date.

$16,424
112,442

$4,172
152,179

$495,244 $495,137 $501,511 $507,994
607,686 630,073
649,518 660,173

85,679

$409,565 $403,061 $402,918 $403,974

$57,739

$1,056

942

$114

$402,918 $403,974

($143)

($143)

$278,436 $314,108 $331,939 $351,826 $365,547 $376,062

***

$298,995

($90)

430,767

Total expenditures ........................................
Gross earnings a c c u m u l a t e d ...............................

Investment a c c u m u l a t e d ..................................
Operating expenses a c c u m u l a t e d ..........................

Pay

Investment

Reserves a c c u m u l a t e d .....................................

$427
(517)

$405,816 $405,726 $409,773 $410,398 $409,565

$15,245

$9,510
5,735

$91,576 $223,611

**$390,571

Investment b y years ......................................

*

$390,571

E q u i p m e n t cost ...........................................

Intangible development cost ..............................

$224,123
32,619
133,829

Investment:
Leasehold cost ............................................
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THE BALANCE-SHEET

With the exception of the difference in the character of its
merchandise, material and supplies; of its properties with
corresponding reserves, and of its surplus, the balance-sheet
items of an oil company are similar in their content to
those found in the representative balance-sheet of any other
industry.
The inventories consist of crude oil, gasoline and other refinery
products, operating supplies and stores of materials available for
replacements and for additions to property. This material includes
equipment salvaged from properties that have become non
productive. Accountants often object to the inclusion of materials
and supplies in the current-asset group: however, if the supply is
not in excess of the reasonable requirements, according to the
company’s extension programme, and if it is carried at its repro
ductive value, it has been found to some degree, particularly in
instances of emergency, to be worth more than its equivalent in
cash. When the ultimate general decline in crude-oil production
begins to be felt the question of material will become important,
as the reproductive value will then be determined after making due
allowance for obsolescence. A great deal of material will, at that
time, probably have merely a salvage value.
As to investments (properties) and corresponding reserves, it is
not intended to go into details in this paper beyond what is given
in the preceding condensed chart and in the lease summary on
pages 422 and 423.
Surplus is the perpetual crux of those engaged in oil account
ing. Assets, fairly valued, in excess of all liabilities and capital
stock, constitute surplus. In the case of a decedent’s estate,
assets, fairly valued, in excess of liabilities, would be the net
worth of the estate. Capital stock and surplus represent the
net worth of a corporation. The stockholder is entitled to a bal
ance-sheet showing true net worth. How are we to arrive at true
net worth of an oil company? And how are we to determine
surplus available for dividends? To create reserves in excess of
the decline in value of properties, or directly to write off the book
value of properties so as to reduce it to an amount beneath the
actual value, may be considered conservative, but surely such
methods have the effect of creating secret reserves or, in other
words, of developing an equity in the balance-sheet that is not
truly net worth.
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Let us examine the composition of surplus. The profit or
loss arising from each department, other than the production de
partment, after due allowance for depreciation, should be carried
to surplus. With respect to the profit accruing to the production
department, all minds are not in agreement as to how it should be
determined. For income-tax purposes it is necessary that an oil
company shall compute depletion and depreciation according to
the regulations and forms of the government. The statement
below is a typical case which shows (a) net earnings determined
according to government formula and (b) the pay-out method of
arriving at net earnings.
From this summary, it will be seen that the net earnings ac
cording to the two methods compare thus:
(a)
(b)
Government
Pay-out
method method
1919...........................................
$5,357
1920...........................................
160,062
1921.................................................
7,075 $45,204
1922................................................
(4,219)
27,406
1923.................................................
6,202
23,408
1924................................................
(4,296)
16,424
1925.................................................
2,269
22,494
1926.................................................
2,413
13,071
1927................................................
(3,906)
4,172
$170,957

$152,179

Difference $18,778

This difference represents the investment yet to be returned
through depletion and depreciation. This will be allowed by the
government as a deduction in ratio to the recovery of the balance
of oil reserves—14,640 barrels.
The figures given in the summary of XYZ lease, here under
consideration, are the actual figures relating to a certain invest
ment. The favorable earnings in 1920 are the result of high prices
prevailing in that year. It would not have been particularly
surprising if, due to one cause or another, this lease had become
of little value after 1920 and possibly never had paid out. In
that case, there would have been grounds for claiming refund
of tax paid (with interest) on “income” which was never realized.
The danger of adding such “income” to surplus made available
for dividends is obvious.
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In the opinion of the writer, there is no justification for carrying
any credits to surplus in respect of the operation of an oil and gas
lease until the lease has paid out: therefore, the $152,179 men
tioned in the foregoing comparison of methods is the proper
amount to be credited to surplus in this case, by years, as realized.
Surplus, which has been credited with income arising from
lease operations that have paid out, should now possibly be re
duced by an appropriation of surplus to provide against the con
tingency of a net loss arising from the operation of those leases
that have not paid out. A conservative valuation of all produc
ing leases (those paid out as well as those not paid out) as between
a willing seller and a willing buyer, made direct from the histori
cal record of operations maintained somewhat in the form of the
summary of XYZ lease given in this article, could develop what
charge, if any, should be made to surplus for such contingency.
Should such valuation disclose an appreciation in value, to with
hold the information would be to carry secret reserves, while to
publish it as appreciation would serve to present the true net
worth in the balance-sheet.
The writer has endeavored at this time merely to cover the
subject in its broad general aspects, so as to establish a basis for
a later discussion of details by departments.
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Treatment of Appreciation
By George E. Bennett
Part I
THE APPROACH

Theory versus practice. The word “theory,” defined to be an
organic development of the relations between the parts of any
systematic whole, reflects an idea of seeing things from a de
tached point of view—a viewpoint which pushes the small things
into the background and brings forward the general structure or
framework. Thus, in taking a high ride in an airplane, the minute
things of a city are eliminated from view and are replaced by the
general plan or topographical design of the terrain over which
passage is made. Similarly, in regions of knowledge, as one
soars toward a comprehensive viewpoint of a particular field of
work, outstanding small matters of import are minimized in favor
of laws and doctrines of fundamental ground work. The frame
work stands out in relief whereas details shrink to a size com
mensurate with their relative importance.
Sound practice is dependent upon sound theory. Yet, since
theory is first based upon experience, it is reasonable to assume
that no idea should be acceptable as a theory—at least in so far
as accounting is concerned—unless it can be utilized to advantage
in practice. Thus, the ideas advanced in this paper are grooved
to experience and practice: they are not propounded for the sake
of just “being different”—a habit which of late is apparently
spreading among writers on accounting matters as rapidly as the
proverbial seven-year itch.
Soundness of appreciation in accounting. There does not seem
to be much of an argument, practically speaking, against the
soundness of recognizing legitimate appreciation of properties
in a balance-sheet prepared by a professional accountant and
properly certified. The problem to be solved is, how may this
recognition be effected safely?
Stockholders are entitled to information about appreciation.
Recognition of appreciation may add but little to the financial
strength and earnings of a business enterprise, yet historical
and sentimental measures of value alone are not what makes a
seasoned investor buy, or makes him keep certain securities in
his vault at the bank after he has bought them.
427

The Journal of Accountancy
If a balance-sheet is truly a statement of condition as of a
specific date, and is certified as such, it seems reasonable to
assume that this should refer to the whole truth rather than
perhaps, as seems usual, to only a half truth. It is believed that
an accountant should be censured as severely—even legally
punished—for being found guilty of over-conservatism as for
being found guilty of over-optimism or carelessness.
Multiple balance-sheets. Some writers, like Professor Krebs of
Washington University, have suggested that one balance-sheet
of a concern at a particular date is entirely unsatisfactory, and
maintain that this should be replaced by two, three and even
four such statements—each to meet a specific purpose. Theo
retically, but without regard to practice, this is a “beautiful
possibility.” But when one views such a suggestion from the
angle of practice, it is unsafe:
“ . . . I can see no practicable or safe way of certifying for publication
purposes more than one balance-sheet of the same concern at the same
date.” (Montgomery, R. H., Accountants' Limitations. The Journal
of Accountancy, Vol. XLIV, No. 4, October, 1927, page 254.)

All-purpose balance-sheet. Having eliminated multiple balancesheets from consideration, there is nothing left to do but to fall
back upon the single all-purpose balance-sheet for setting forth
the financial condition of a concern as of a specific date. Thus,
in obtaining a solution of the problem up for consideration, the
age-worn idea of our forefathers still holds good—one and only
one balance-sheet is to be used.
Since only one balance-sheet is to be prepared, this to answer
for all purposes, it is requisite that the suggestions offered for
recognizing appreciation be acceptable for proper reflection
therein.
Use of entries or balance-sheet footnotes. After it has been
decided that appreciation of properties should be recognized when
a balance-sheet is prepared for a business enterprise—no dis
tinction being made between non-depreciating and depreciating
properties; and after it has been agreed that not more than one
balance-sheet should be prepared for the same concern as of the
same date, it seems necessary, next, to decide upon the method
to be adopted by means of which appreciation may be adequately
recognized:
1. Are balance-sheet footnotes sufficient? or
2. Is it better to accord recognition through entries upon the
428

Treatment of Appreciation
books of account so that eventually, in regular course,
these may find adequate expression upon the face of the
balance-sheet?
It is not believed that a balance-sheet footnote referring to
appreciation of properties is sufficient. This method of recog
nition is better than not recognizing appreciation at all, but it
does not go far enough. The mechanism of double-entry is so
elastic and all-inclusive that it is difficult to conceive of a set of
facts of a financial nature that can not aptly be set forth in terms
of interpretative debits and credits.
It is vitally important to know the cost of reproducing the
essential plant or equipment which is wearing out all the time
and must be replaced. If the replacement period is in the offing,
it is of immense value in relation to profits for the management
to know just wherein the depreciation allowance to date is ade
quate or inadequate in relation to reproduction costs. Anything
of such marked importance is worthy of being given expres
sion in the books of account where it becomes a matter of
record, especially since such expression may be readily made.
Recapitulation. The comments thus far made have attempted
to clear the way for those which follow, the latter indicating what
is believed to be a satisfactory and acceptable method for treating
appreciation. The points thus far made are three in number:
1. Appreciation of properties should be recognized when
preparing a balance-sheet;
2. Only one balance-sheet should be prepared for the same
concern as of a specified date;
3. Appreciation of properties should be accorded the dignity
of recognition through regular entries upon the books of
account.
Part II
THE SOLUTION

General principles of valuation. These are two in number; the
accountant always must keep them in mind as he studies the
problem of asset valuation:
1. The expenditure or actual investment in any asset;
2. No increase, which results in the anticipation of profits not
yet realized, can be allowed. (Eggleston, D. C., in
LaSalle Course in Principles of Accounting Practice,
lecture 2, page 1. Chicago, 1923.)
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These principles granted, the point next to be settled is,
seemingly, how to recognize appreciation through providing a
set of accounts and entries and at the same time keep the
necessary increase (the resultant credit) from affecting either
the profit result or the surplus account.
This point, however, has nothing to do fundamentally with a
situation where values are re-established for purposes of sale,
merger or reorganization, inasmuch as in such cases there is no
objection to crediting the increase in value to surplus, for the
reason that it is to be realized. Nevertheless, in developing a
procedure applicable to ordinary situations, it seems desirable
to hit upon a scheme which may be applied to all cases.
Danger in crediting surplus account. It is assumed, therefore,
that an appraisal has been made by competent persons to bring
book values into accord with cost of reproduction of properties.
The next question is, why shall not the excess of the appraisal
value over the book value be credited to surplus, as frequently
is done?
It has been intimated (Walton, S., in Advanced Accounting
Course, lecture 22, pages 10-11, paragraph 21. Chicago, 1919)
that even here a differentiation may be made because in certain
circumstances such a credit will do no great harm: “When a
corporation has accumulated a large surplus and has invested
the greater portion of it in fixed assets, when there is no ulterior
motive and when values can reasonably be expected to be per
manent, no great harm would be done.”
However, it does not seem to be within the province of an
accountant to determine first whether or not an ulterior motive
is present before he decides upon how appreciation shall be
handled. To do this places him in the chance-taking class
again, which is something that the ethical practitioner never
should consider seriously. It is his task to keep both feet
upon solid ground when preparing a balance-sheet and to avoid
becoming a speculator. Therefore, such a differentiation may
well be forgotten in favor of a general approach—it is better
to credit such entries in some other way which would indicate
clearly that such increase arose out of an appraisal valuation.
Practically all textbooks and published courses in accounting
written by accountants certified in some authentic legal manner
indicate no method other than to credit such entries to an account
which would show clearly that “the surplus arose out of an ap
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praisal valuation, such as ‘surplus—appraisal valuation,’” and
they insist that all legitimate objects then would be accom
plished. Here again it is believed that the thought given to
the matter has not gone far enough. To credit such an amount
to an account carrying in its caption the word “surplus,” which
is part of the balance-sheet proper, is courting danger:
“When the practice first started of writing up the value of fixed assets
accountants were almost unanimous in aggregating the offset to excess
value in an account called ‘surplus arising from revaluation.’ Then
came no-par stock, stated capital, paid-in, initial and capital surplus
complications, coupled with formidable legal opinions that accountants
should mind their own business and not use such terms as earned surplus.
“Due largely to pressure from lawyers came the merger of carefully
worded special surplus accounts into one surplus account. And of course
when you have one surplus account it is all available for dividends!”
(Montgomery, R. H., Accountants' Limitations, The Journal of
Accountancy, October, 1927, pages 258-259.)

Thus, the use of an account containing the word “surplus” is
taboo for such purposes, at least if such account is to be placed in
the regular portion of the usual balance-sheet.
Danger in charging related asset accounts. Reference once more
to textbooks and courses which attempt to point out what is
believed to be standard practice as measured by the ideas utilized
in the best professional offices produces the almost uniform
suggestion that the value increment should be debited to the
asset accounts affected by such increase. If this be carried out,
then depreciation which in part consists of depreciation upon
appreciation must find its way into cost of production. Hardly
an ounce of reflection is necessary to show that such a practice
can not produce a “true” cost. Further, the result is not ac
ceptable to the department of internal revenue. Therefore, the
method developed to take care of appreciation in the accounts
should eliminate objections such as these.
Illustrative problem. The underbrush being cleared away to ob
serve more clearly the picture whose outlines an attempt has been
made to describe, it is perhaps better to present the picture itself
and leave further discussion to those who may find an oppor
tunity and an inclination to view it. The problem follows:
Problem
The Syracuse Company was purchased as of January 1, 1927,
when the books of account reflected audited figures as follows:
Cash........................................................................................
Sundry current assets...........................................................
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Dr.
$20,000
180,000

Cr.
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Dr.
Fixed assets............................................................................
Current liabilities..................................................................
Fixed liabilities......................................................................
Reserve for depreciation......................................................
Capital stock.........................................................................
Surplus....................................................................................

$350,000

Cr.
$175,000
25,000
100,000
200,000
50,000

$550,000 $550,000

An appraisal of the fixed assets had been made by competent
parties, as of December 31, 1926, the report thereon showing the
following facts:
Reproduction cost (new) ....
Depreciation to date..............

$675,000
130,000

Sound value.............................

$545,000

Operations were carried on during 1927. The adjusted trial
balance (depreciation not considered) as of December 31, 1927,
produced the following:
Dr.
Cash........................................................................................
Sundry current assets...........................................................
Fixed assets............................................................................
Cost of sales...........................................................................
Selling and general expenses...............................................
Financial expenses.................................................................
Current liabilities..................................................................
Fixed liabilities......................................................................
Reserve for depreciation......................................................
Capital stock..........................................................
Surplus....................................................................................
Sales...................................................................................
Financial income...................................................................

Cr.

$50,000
115,000
350,000
125,000
20,000
4,000

$30,000
25,000
100,000
200,000
50,000
257,000
2,000
$664,000 $664,000

As of December 31,1927, the report on the continuous appraisal
service, which had been undertaken during the year with relation
to the fixed assets, reflected the following:
Reproduction cost (new).........
Depreciation to date................

$775,000
248,500

Sound value................................. $526,500

It is proposed to incorporate these appraisal values in the books
of account and statements so that these may reflect current value
as well as depreciated original cost value. However, it is de
sired to have this work done in such a manner that unrealized
profit from appreciation shall not inflate the surplus; that the
net profit as compiled in the usual manner may be shown, and
that proper provision for replacement of fixed assets may be
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provided for at reproduction cost as of the time when they shall
have been worn out.
Based upon the above, prepare the various entries, profit-andloss account and statements deemed requisite satisfactorily to
show conditions and results without misleading anyone.
Depreciation is to be considered as being 10%, straight-line
method. A 4% dividend has been declared.
Problem solution. Before passing to the entries and the
statements predicated upon the problem offered above, it is in
cumbent upon the writer to make acknowledgment of the source
of the idea from whence this method of solution was taken—
Baldwin, H. G., Accounting for Value as well as Original Cost, pub
lished by The American Appraisal Company, Milwaukee, 1927.
A study of the solution recommended in this article and a
comparison thereof with the material in the publication named,
pages 67-76, show that although the general presentation is
similar in both instances, a marked difference occurs in the
treatment of depreciation and in the expression of appreciation
in the books and statements. Mr. Baldwin takes up depreciation
in production cost (depreciation on appreciation), whereas the
problem solution does not do so; he merges appreciation in the
asset accounts affected, but this is not done in the problem
solution; the two solutions disagree in the treatment of profit
and in the reflection of appreciation in the statements.
The results which it is believed this method of treatment
emphasizes are:
1. Appreciation of properties is recognized without disturbing
the principle of cost; the principle of cost can not be
ignored as a practical proposition although numerous
writings are ephemeral enough to attempt to do so;
2. Appreciation is taken up in a series of entries which in no
way disturb whatever entries may be made as in the past;
therefore, this article is not exactly revolutionary in spirit;
3. The new accounts made necessary by the new series of
entries are few in number and are readily understood;
4. The profit-and-loss statement and the balance-sheet may be
prepared exactly as in the past, each being elaborated a
trifle only at the lower end;
5. Interpretation of statements as developed at present need
not in any way be replaced by a scheme completely new;
6. Accountants are in no danger of courting disaster by
recognizing appreciation in this manner;
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7. The scheme applies with equal force to a going concern, to
one in prospect of sale and to one which is to be merged
with another or is to be reorganized.
Journal entry to adjust books to the appraisal made as of
December 31, 1926
Appreciation in fixed-assets value......................... $325,000.00
To—Unrealized appreciation....................................................... $295,000.00
Appraisal depreciation adjustment...................................
30,000.00
Comment:
1. The above debit is placed in a separate account rather than being merged
in the regular asset account. Thus, the cost basis always is displayed
on the ledger without confusion:
Reproduction cost (new)..................................................... $675,000.00
Less: Fixed assets (original cost).......................................
350,000.00
Balance to be adjusted........................................................

$325,000.00

2. The first credit represents what may be viewed as net appreciation:
Sound value.................................................................
$545,000.00
Less: Fixed assets at original cost less depreciation
thereon...........................................................................
250,000.00
Balance..................................................................................

$295,000.00

3. The second credit represents the difference in depreciation:
Depreciation on reproduction cost..........................
$130,000.00
Less: Depreciation on original cost...................................
100,000.00

Balance..................................................................................

$30,000.00

Exhibit "A”
The Syracuse Company

Balance-sheet, January 1, 1927
Assets

Current assets:
Cash............................................................................................
Sundry assets.................................................................................

$20,000.00
180,000.00

Total current assets..................................................................

$200,000.00

Fixed assets:
Cost of properties................................................
Less: Depreciation reserve.................................

$350,000.00
100,000.00

250,000.00
$450,000.00

Appreciation in fixed-assets value..................................................

$325,000.00
$325,000.00
$775,000.00
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Liabilities and net worth
Current liabilities.......................................... ..................................
Fixed liabilities.............................................. ..................................

Total liabilities...................................... ..................................
Net worth:
$200,000.00
Capital stock............................................. ........
50,000.00
Surplus........................................................ ........

$175,000.00
25,000.00

$200,000.00
250,000.00
$450,000.00

Unrealized appreciation.............................. ..................................
Appraisal depreciation adjustment............ ..................................

$295,000.00
30,000.00
$325,000.00

$775,000.00

Comment:
1. The account form of balance-sheet is used in preference to the report or
running form, the better to secure a sectional balancing.
2. The balance-sheet is separated into two divisions, similar to the set-up of
the double form of balance-sheet:
(a) Regular elements. A possible exception is noticed in the
balance-sheet of December 31, 1927 (page 439);
(b) Appraisal factors.

Journal entries to adjust depreciation for year ended
December 31, 1927
(1)
Depreciation expense..............................................
To—Reserve (allowance) for depreciation.. . .
To book depreciation for year 1927 in
regular manner, being 10% on a
cost of $350,000.
(2)
Unrealized appreciation returned........................
To—Appraisal depreciation adjustment..........
10% on reproduction cost $67,500.00
Less: 10% on original
cost...............................
35,000.00

Balance............................

$35,000.00

$35,000.00

$32,500.00
$32,500.00

$32,500.00

(3)
Unrealized appreciation.........................................
$32,500.00
To—Reserve for unrealized appreciation
returned........................................................
$32,500.00
The debit portion of this entry reflects
the appreciation resulting through
an exhaustion of assets to that ex
tent during the year 1927. Since
the depreciation on appreciated
value has been taken up in the ac
counts (not, however, as a production
cost, but in determining actual net
income) and has presumably been
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recovered through sales price, it has,
through use, been earned.
The credit portion of this entry is kept
separate from surplus so that a divi
dend declaration will not be predi
cated thereon. It represents a
return to the company of a value
equivalent of property measuring
the hold back as against the time
when an exhaustion of property
occurs; then it should measure avail
able resources to be used for such
replacement.

Closing entries for year ended December 31, 1927

(1)
Sales..........................................................................
To—Profit and loss—gross-profit section ....
(2)
Profit and loss—gross-profit section...................
To—Cost of sales................................................
(3)
Profit and loss—gross-profit section...................
To—Profit and loss—net-operating-profit
section......................................................
To transfer gross profit on sales to a
separate section.

(4)
Profit and loss—net-operating-profit section . ..
To—Selling and general expenses....................
Depreciation expense............................
In a manufacturing concern the de
preciation expense would be closed
into production cost.

(5)
Profit and loss—net-operating-profit section . . .
To—Profit and loss—net-profit-for-period
section.................................
To transfer net profit from operations
(cost basis) to a separate section.
(6)
Financial income.....................................................
Profit and loss—net-profit-for-period section. . .
To—Financial expenses.................................
(7)
Profit and loss—net-profit-for-period section. . .
To—Profit and loss—appreciation section . ..
To transfer net profit for year to a
separate section (cost basis)
(8)
Profit and loss—appreciation section.................
To—Unrealized appreciation returned.........
(9)
Profit and loss—appreciation section.................
To—Undivided profits.......................................
To transfer net profit for the year (cur
rent-value basis) to a separate ac-
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$257,000.00
$125,000.00

$257,000.00

$125,000.00

$132,000.00
$132,000.00

$55,000.00

$20,000.00
35,000.00

$77,000.00
$77,000.00

$2,000.00
2,000.00
$4,000.00
$75,000.00
$75,000.00

$32,500.00

$42,500.00

$32,500.00
$42,500.00
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count where it may be scrutinized
with the idea of a possible dividend
declaration.

(10)
Undivided profits....................................................
To—Dividend payable, No. —........................
(11)
Undivided profits....................................................
To—Surplus.........................................................
To close.

$8,000.00
$8,000.00
$34,500.00
$34,500.00

PROFIT-AND-LOSS ACCOUNT

Gross-profit section
Cost of sales (2)............ $125,000.00
$257,000.00
Balance, gross profit,
to net-operating-profit
section (3)............... 132,000.00

$257,000,00

$257,000,00

Net-operating-profit section
Selling and general ex
$20,000.00
$132,000.00
penses (4)...............
Depreciation expense... 35,000.00
Balance, net profit from
operations, to netprofit-for-period sec
77,000.00
tion (5)...................

$132,000.00

Financial expense..........
Balance, net profit for
year (cost basis) to
appreciation section

Sales (1)

Gross profit,
down (3)

$132,000.00

Net-profit-for-period section
Net profit from opera
$4,000.00
tions, down (5)
$77,000.00
2,000.00 Financial income (6)
75,000.00

$79,000.00

$79,000.00

Appreciation section
Unrealized appreciation
returned (8)............... $32,500.00
$75,000.00
Balance, net profit for
year (current-value
basis), to undivided
profits (9)...................
42,500.00

Net profit for year
(cost basis),
down (7)

$75,000.00

$75,000.00

Undivided profits
Dividend payable No. —
(10).............................
Balance, to surplus (11)

$8,000.00
34,500.00

$42,500.00

$42,500.00

$42,500.00
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Journal entry to adjust books to the appraisal service given as of
December 31, 1927
Appreciation in fixed-assets value........................ $100,000.00
$49,000.00
To—Unrealized appreciation.. . .....................
Appraisal depreciation adjustment... .
51,000.00
Comment:
1. The above debit represents:
Reproduction cost (new) 12/31/27. $775,000.00
Less: Reproduction cost (new)
12/31/26.........................................
675,000.00
Difference, increase in 1927..........................

$100,000.00

2. The first credit may be explained thus:
Always the difference between depreciated original cost
and sound value:
Sound value now is...................................
Depreciated original cost is:
Original cost.......................................
$350,000.00
Less: Depreciation on last balancesheet................................................. $100,000.00

$526,500.00

$250,000.00

Less: Depreciation charged off this
year, 1927 ......................................

35,000.00

Depreciated original cost......................

215,000.00

Difference....................................................

$311,500.00

This is the unrealized (unearned) appreciation as of December 31, 1927.
On the last balance-sheet, the amount of this item was $295,000, and
of this amount during 1927, $32,500 has been redeemed. This $32,500
has been taken out of the account (a debit entry), leaving therein a
balance of $262,500 ($295,000 less $32,500).
At the present moment, the sum of appreciated values, as per appraisal
is $311,500. Hence, the account of unrealized appreciation must be
increased by a credit for the difference between $311,500 (as above) and
this $262,500, or $49,000.

3. The second credit may be explained thus: The account as used always
should reflect the difference between depreciation calculated on the
basis of original cost, and depreciation encountered in terms of the
appraisal service; as of December 31, 1927, for example:
Depreciation on reproduction cost..............
$248,500.00
Depreciation on original cost ($100,000 plus
$35,000)...................................................
135,000.00

Difference............................................................
This amount represents accumulated depreciation, as
yet unrealized, in excess of the depreciation on original
cost, incurred to date in accord with appraisal.
Reference to the last balance-sheet discloses that "this type
of depreciation was stated thereon as $30,000. Then
during 1927, this has been increased (by a credit) with
$32,500, the total now being $62,500. However, in ac
cord with the present and latest appraisal service, this
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$113,500.00
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should be $113,500.
subtracting

Hence, it is necessary to adjust by

$62,500.00
and difference credited to account named.......................

$51,000.00

Exhibit "A”
The Syracuse Company

Balance-sheet, December 31, 1927
Assets
Current assets:
Cash..................................................................................................
Sundry assets..................................................................................

$50,000.00
115,000.00

Total current assets..................................................................... $165,000.00
Fixed assets:
Cost of properties................................................... $350,000.00
Less: Depreciation reserve.....................................
135,000.00 215,000.00
$380,000.00

Unrealized appreciation returned, brought down...........................
Appreciation in fixed-assets value...................................................

$32,500.00
425,000.00
$457,500.00
$837,500.00

Liabilities and net worth
Current liabilities:
Sundry liabilities.............................................................................
Dividend payable............................................................................

$30,000.00
8,000.00

Total current liabilities...............................................................

$38,000.00

Fixed liabilities....................................................................................

25,000.00

Total liabilities............................................................................
Net worth:
Capital stock....................................................... $200,000.00
Surplus:
Balance,January 1, 1927.......... $50,000.00
Undivided profit (exhibit B)........
34,500.00
84,500.00

$63,000.00

Balance, unrealized appreciation returned......................................

284,500.00

$347,500.00
32,500.00

$380,000.00
Unrealized appreciation..................................................................... $311,500.00
Appraisal depreciation adjustment................................................... 113,500.00
Reserve for unrealized appreciation returned.................................
32,500.00

$457,500.00
$837,500.00
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Exhibit “B”
The Syracuse Company

Statement of profit and loss, year ended December 31, 1927
Sales....................................................................................................... $257,000.00
Deduct: Cost of sales........................................................................
125,000.00
Gross profit on sales........................................................................... $132,000.00
Deduct:
Operation expenses:
Selling and general expenses.................................
$20,000.00
Depreciation of fixed properties...........................
35,000.00
55,000.00

Net profit from operations.................................................................
Deduct:
Net financial expenses:
Financial expenses..............................................
$4,000.00
Less: Financial income...........................................
2,000.00

$77,000.00

Net profit for the year (cost basis).................................................
Deduct: Unrealized appreciation of fixed properties returned...

$75,000.00
32,500.00

2,000.00

Undivided profits for the year, net profit for the year (value
basis) (exhibit A)........................................................................ $42,500.00
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By Alexander A. Piper
The total loss from embezzlement in the United States has
been estimated at more than $125,000,000 annually. In the
last twenty years losses from financial crimes have increased
with alarming rapidity.
The cause of this increase in financial crimes has received a
good deal of attention from various writers. A study of thou
sands of cases of embezzlement reveals that they were prompted,
generally, by one or more of the following causes: living beyond
income; speculation and gambling; downright dishonesty; in
sufficient salary; misfortune such as sickness or accident, or need
of capital to start a business.
METHODS USED BY EMBEZZLERS

The public accountant, the corporation accountant and auditor
and the business executive should all be well acquainted with
the various methods that are used to embezzle funds. The
public accountant should know these methods because he is
constantly engaged in work which requires this training. He
should know just what methods to use in an audit; what important
details to provide for in installing an accounting system, and in
cases where fraud is suspected how to make the necessary in
vestigation in the shortest time possible and with the least ex
pense to his client. The corporation auditor should know this
same information in order that he may by his constant presence
and broad training prevent defalcations. The business execu
tive, by understanding these various methods, can keep a careful
check on his employees and can be sure that his accounting de
partment is functioning properly.
Embezzlements are committed by (1) witholding information
regarding the financial transactions of a business; (2) by falsify
ing or manipulating the records, and (3) by furnishing fictitious
evidence regarding the accounts and records.
The most popular method used by defaulters is that of with
holding information regarding the accounts. This may happen
in a number of different ways. The bookkeeper may pocket the
money John Doe sends to pay his bill; or, in case the bookkeeper
also acts as cashier, he may withhold the moneys paid over to
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him for cash sales. The withholding of rebates, rents, interest,
dividends, proceeds from the sale of scrap and waste, and depos
its, are further illustrations of how this method works.
Second in importance in our study of methods is that of
falsifying or manipulating the accounts. This method also is
used in a number of ways. The bookkeeper may pocket the
money which John Doe sends in, but, in order to cover his
abstraction he may credit Doe’s account and charge some ex
pense account, such as general expense or returns and allowances.
Moreover, he may, by underfooting the cash-sales column, or the
discount column, make further abstractions. Overfooting the
general expense column on the payments side, issuing unau
thorized cheques, padding payrolls, failing to show purchase
discounts and underfooting the purchase-discount column are
all illustrations of methods that have been used to conceal
defalcations.
Another method that has been often used is that of furnishing
fictitious evidence regarding the financial transactions. This
method is generally used in cash payments, although it has worked
equally well with the cash receipts. In this instance the book
keeper may obtain an invoice blank, or use a duplicate invoice of
some firm with which his employer has numerous transactions,
or he may use one of the invoices already paid. Issuing unau
thorized credit memoranda to customers, withholding cash and
raising cheques after they are returned by the bank, understating
purchase returns and allowances, and showing false payments to
partners, or to other personal accounts, are all illustrations of
methods that have been used by dishonest employees to defraud
their employers.
Besides the methods already discussed there are some that
properly come under a miscellaneous classification.
*
The
manager of a business may, for example, be interested in some
one department, and have expenses that are properly chargeable
to this department charged to some other department in order
to make a better showing for the department in which he is
interested. This would be especially favorable to him if he were
employed under a profit-sharing agreement.
Another example is a method used by the proprietor of a
grocery store. He wanted to sell his store, and rightly thought
* Some of the enumerated methods can not be termed embezzlement, but they are given in
order to present a complete outline on the subject of fraud in books of account and in the
accounting records.
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that the better showing his profit-and-loss statement made the
greater opportunity would he have to sell his business. So he
started out by depositing twenty dollars from his own pocket
in his cash sales each day. This he deposited in the bank each
day together with the actual income of his business. He was
an experienced bookkeeper, and prepared elaborate and detailed
statements regarding the earnings of his store. By this clever
system he was able to fool even his banker, and he disposed of
his store at a good profit.
Further illustrations can be cited, such as accepting a bribe
for buying or selling at a special price, accepting inferior mer
chandise, making unauthorized shipments of merchandise to
confederates, and making unauthorized loans—all of which are
methods that have been used by the higher executives in business.
The following outline of the various systems used by em
bezzlers shows a wide range of methods.
Methods used with cash receipts:
1. Borrowing from month to month
2. Lapping
3. Overstating sales discounts
4. Overfooting sales discount column
5. Withholding cash receipts by crediting customer and charging expense
account
6. Withholding proceeds from sale of scrap or waste
7. Withholding proceeds from sale of containers, reels, etc.
8. Withholding rents collected
9. Withholding refunds for freight overcharges, damages, etc.
10. Withholding interest received on notes or accounts
11. Withholding receipts from cash sales
12. Withholding cash and underfooting cash-sales column
13. Withholding cash by crediting fictitious sales allowances
14. Withholding cash by crediting fictitious sales returns
15. Withholding cash by crediting fictitious freight allowances
16. Withholding rebates and refunds on purchases
17. Withholding payments on accounts that have been written off
18. Withholding cash receipts and making no entry
19. Withholding cash and raising cheques after they are returned by bank
20. Withholding cash and charging inactive accounts
21. Withholding funds and switching bank balances to conceal
22. Failing to record sales and withholding payment when made
23. Opening false accounts in confederates’ names
24. Using false loose-leaf records to insert for examination
Methods used with cash payments:
1. Withholding cash and underfooting purchase discounts
2. Withholding cash and overfooting payments and charging expense
3. Withholding cash and showing fictitious purchases
4. Withholding cash and showing fictitious expenses
5. Withholding cash and failing to record returned purchases
6. Withholding cash and charging personal accounts (partners, etc.)
7. Withholding cash and failing to show purchase allowances
8. Withholding cash and failing to show purchase discounts
9. Withholding cash and showing fictitious interest payments

443

The Journal of Accountancy
10. Changing dates on paid vouchers and using again
11. Issuing unauthorized cheques and destroying them when returned by
bank
12. Cashing unclaimed dividend cheques
13. Withholding cash and overfooting payrolls
14. Withholding cash by padding payrolls
15. Withholding cash by placing employees on payroll before actual em
ployment
16. Overstating confederates’ earnings
17. Withholding unclaimed wages
18. Failing to drop employees who have left
19. Withholding amounts refunded because of overpayment of wages

Methods used with merchandise:
1. Diverting incoming merchandise before it enters stock-room
2. Appropriating merchandise by unauthorized requisitions
3. Appropriating finished or partly finished goods during process
4. Appropriating supplies
5. Making unauthorized shipments to confederates
6. Shipping more merchandise than order authorized

Miscellaneous methods used:
1. Accepting bribes for selling at special prices or terms
2. Accepting bribes for allowing unwarranted sales rebates, or allowances
3. Accepting bribes for purchasing at special prices, or terms, or time
4. Accepting bribes for approving inferior merchandise
5. Accepting bribes for placing advertising
6. Accepting bribes in the appointment of employees
7. Drawing unauthorized notes and drafts
8. Unauthorized pledging or hypothecating of stocks or bonds
9. Unauthorized pledging or hypothecating of merchandise
10. Unauthorized credits to personal accounts
11. Unauthorized loans to friends
12. Unauthorized sales of treasury stocks or bonds
13. Accepting bribes in making investment of funds
14. Kiting
15. Destroying property to collect insurance
16. Charging expenses to personal accounts to show a more prosperous
business
17. Padding sales to show a more prosperous business
PREVENTIVE MEASURES SUGGESTED

A summary has been given of the various methods which have
been used by dishonest people to defraud their employers. The
importance of some preventive measures should now be apparent
to even the most incredulous business man. An attempt will
be made, therefore, to survey in a general way the application
of these preventive measures.
The practical application of the principles of internal auditing
requires (1) the placing of responsibility, (2) the establishment of
a systematic office procedure, (3) the scientific division of the
work among the employees and (4) a continual inspection and
supervision of the work. These manifold requirements are so
seldom met that a complete system of internal check is rarely
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found except in very large offices which have been carefully
systematized. However, these principles are applied in varying
degrees in almost every office. The accuracy of the clerical
work and the possibility of fraud are both governed by the
extent to which these principles are applied.
The small business concern that has only one bookkeeper,
who also acts as cashier, makes the bank deposits and does all
the other clerical work appertaining to the accounts, offers un
limited opportunities for fraud and errors. If the proprietor
happens to be a good business executive, he may personally
reconcile the bank account, go over his customers’ statements
before they are mailed, compare his creditors’ statements with
the invoices which are on file and have his books audited by
public accountants. By doing these things he has to a great
extent minimized the chances of fraud. However, to secure the
maximum internal check on all his transactions, he should apply
the following safeguards:

1.
2.
3.
4.
5.

6.
7.
8.
9.

Deposit all cash receipts intact, daily
Make all payments by cheque, except for small amounts
Establish a petty-cash fund from which to pay small items
Operate a cash and a sales register under lock and key, and
check their daily totals with bank deposits
Receive all bank statements and reconcile bank account
personally
Verify all monthly statements, personally, before they are
mailed
Verify the monthly statements of creditors
Prepare a list of all remittances received by mail and check
the amounts to the bank deposits
Have books audited on a monthly basis

When the proprietor’s business has grown large enough to
require an additional clerk, the possibilities of fraud and errors
may be further minimized, provided the work is properly divided
between these clerks. The one should keep the cash-receipts
journal while the other should keep the sales journal. The one
who keeps the cash-receipts journal should keep the accountspayable ledger also, while the one who keeps the cash-disburse
ments journal should keep the accounts-receivable ledger. If
the proprietor continues to apply the safeguards recommended
above, he now has a fairly good system of internal check.
As the business continues to grow and the proprietor employs
additional clerical help, this division of the work among the
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employees may be continued until there is a complete system of
internal audit. It should be thoroughly understood, however,
that to secure a complete system of internal audit, all the work
appertaining to the accounting records must be so divided among
the various bookkeepers and clerks that the work of one is com
plementary to that of another; that no one person has com
plete control of any one book or record, and that the work of all
these bookkeepers and clerks is carefully reviewed by an efficient
auditing department.
Unfortunately, the average business man does not appreciate
the value of an audit by public accountants. Such an audit (if
performed by experienced and reputable men) should disclose
the weaknesses of an accounting system, correct the most im
portant errors and furnish a correct statement of operations and
a certified balance-sheet. Furthermore, periodical audits tend to
keep the bookkeepers and clerks on the alert, and thereby help
to prevent errors and fraud.
On the other hand, there are some business men who believe
that a public accountant should find every little error made in
the records. This, of course, is impossible unless a complete
detailed audit is made, and even then it is very doubtful that
the audit would disclose all the minor errors. Moreover, there
are cases of fraud where the books have been so cleverly manipu
lated that an audit would not uncover the defalcation. From
the viewpoint of internal auditing, therefore, the value of an
audit by public accountants is that it discloses and corrects the
most important errors, has a desirable effect upon the office staff
and furnishes approximately correct statements regarding the
financial condition and earnings of an enterprise.
One cause of the widespread increase in financial crimes is the
comparative ease with which dishonest people can obtain im
portant positions. The past records of all applicants for respon
sible positions should be carefully investigated. Even after
their past records have been found satisfactory, the wise business
executive will take the added precaution of obtaining a surety
bond—preferably a blanket surety bond covering all the office
force.
Embezzlements and other financial crimes have increased
enormously during the past decade. The direct, or underlying,
causes of these financial crimes have been, (1) living beyond one’s
means, (2) speculation and gambling, (3) downright dishonesty,
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(4) insufficient salaries, (5) unfortunate hardships, and (6) start
ing one’s own business. The numerous methods used by dis
honest employees to commit these crimes show that American
executives are lax in their business methods.
The remedy lies in (1) making a thorough investigation of
the past history of all employees holding positions of trust, (2)
bonding all employees holding responsible positions, (3) installing
a modern accounting system, which provides a thorough internal
audit on all financial transactions, and (4) having periodical
audits made by certified public accountants.
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EDITORIAL
There is great difference of opinion
Accountants’ Assistants
among clients of accountants as to the
and the Client
extent to which the client may properly
interfere with the selection of men assigned to carry out the pro
fessional work which he has engaged the accountant or the ac
counting firm to undertake. Some business men seem to believe
that they have a perfect right to dictate the choice of seniors, and
sometimes even of juniors, and to refuse to accept the employees
whom the accountant sends to make investigations and audits
which are to form the basis of the accountant’s report or recom
mendation. Such clients apparently regard the accountant as
little more than an employment agent who has a list of eligible
men from whom the client makes his selection. In many cases
it seems that the client cares more for the identity of the employee
than of the employer, and we hear now and then of staff members
drifting from one accounting firm to another and “carrying their
clients with them.” It is perhaps natural that a senior assistant
or other employee who has become favorably known to the client
should be accorded a better welcome than would be given to a
stranger. It is permissible for a client to say that he would be
glad to have his work entrusted to the man or men who have
established a friendly relationship with the client’s employees,
and when such a wish can be granted without fear of sacrificing
the absolute impartiality of the investigation or without serious
inconvenience to the accountant, it is customary to comply with
the request that certain men be assigned to the work. But it
must be remembered that it is never well to encourage intimacy
between the auditor and the audited. In some cases it has been
found, when too late, that the man or men in charge of the force
in the field have been far too lenient and have accepted without
sufficient verification the statements which have been presented
by the accounting department of the client. Many a shortage
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has been passed over by the assistant in charge of audit because
he had known the client’s staff for years, was familiar with the
conduct of the office and was quite confident that the word of the
treasurer or controller or manager or chief accountant could be
accepted without the slightest hesitation. Sometimes the client
himself has become so good a friend of the accountant’s employees
that they simply could not dream of doubting anything he might
allege, and when a gross misstatement of assets or liabilities sub
sequently has been discovered, the excuse offered by the field
force has been the impossibility of distrusting what the client
had said.
To follow the moral of this story to
Change of Personnel
its logical conclusion one would say
often Desirable
that the ideal procedure would be to
avoid sending the same men year after year to the same task. It
might even be made a rule that an assistant should never be as
signed to two consecutive audits of any concern. Such a system
would prevent the familiarity which discourages thoroughness,
and if the client should protest against rotation he might easily
be reconciled to the change by an explanation of the reasons for
it. Of course, there may be clients who would have cause to
fear the coming of too inquisitive an assistant, but they are prob
ably a small minority. It is a plausible and sometimes a
sound contention that the men who have been assigned to audit
the affairs of a company are well equipped by experience and
knowledge to analyze and criticize the accounts of the company
and that new men would be less efficient and less rapid because
they would have to acquaint themselves with the peculiarities of
the business before they could proceed to an intelligent survey of
the conditions. There is a general tendency to keep the same
men employed on successive investigations of companies in one in
dustry or one group of industries, and as a result many firms have
staffs especially well trained in the fields which are their chief
scenes of activity. This tendency is characteristic more of the
large firm than of the small. The latter finds itself, almost
necessarily, required to transfer men from one kind of business to
another and the segregation of one set of men for one industry
is often impracticable. There is as much to be said in favor of
the lack of continuity of assignment as there is against it. The
advantages and disadvantages in both cases are pretty evenly
balanced.
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But it is not to be inferred from the fact
The Accountant should
that
a firm is known to have a special
not Accept Dictation
staff of assistants, trained, let us say
for example, in the accounts of textile mills, that the client whose
interests are in that industry has a right to demand that the ac
countant shall assign to the audit of his accounts any specifically
designated employee. Indeed, there are accountants who would
look with a good deal of disfavor upon such a request and might
feel that the attempt to influence the selection of men was an
indication that special care should be exercised and a wholly new
group of men should be entrusted with the audit. As has been
said, the request for the same assistants year after year may be,
and perhaps generally is, innocuous and natural enough. In the
great majority of cases the wish of the client can be granted, un
less it is made in a way which gives rise to uncertainty as to good
faith; but the wise accountant is ever on the alert to prevent
anything which can lead to the least modification of the rigorous
conduct of investigation. It matters not how positive the ac
countant and his assistants may be that all is well, the duty of
the auditor is to audit and not to accept anything which he does
not verify, unless it be some item for which he plainly declines to
be responsible. Consequently, however innocent may be the
request for the assignment of certain men, the accountant will
always remember that there may be some hidden motive and that
before the wish of the client is granted it must be indubitably
demonstrated that the request is not intended to effect a reduc
tion of vigilance. Of course, the accountant is sure of the loyalty
and integrity of his employees, else they would not be on his
staff. The careful accountant will not retain as a client any man
or any company concerning whose straightforwardness he is
seriously in doubt. But, even so, the accountant can never
forget that some of the most trusted employees have proved weak
or indifferent and some of the most honored leaders of the business
world have fallen with tragic totality. The safe rule calls for cau
tion and clear proof of innocent intent before the wish of the client
is allowed to prevail.
The vital part of the whole matter is,
Rights Governed by
Professional Relationship however, a question of the right of the
client to select the employees of the ac
countant for any given engagement. And yet really it is not a
question at all. The client has not the least shadow of right.
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The accountant is engaged in a professional capacity by the busi
ness man, the banker, the lawyer, or whom not, to render certain
definitely described services. The client enters into such a re
lationship with the accountant because he believes that the ac
countant is competent, experienced and of known probity. (If
he engages the accountant for any other reason he is deceiving
himself or intends to deceive the public.) He feels that he can
rely upon the accountant to give him the professional advice and
assistance which he desires. If he has the slightest uncertainty
about the ability or integrity of the accountant he should not have
engaged him. He is interested in the conclusions which the ac
countant reaches after audit, investigation or whatever other
preliminary steps may be necessary. What he wants is a report
upon the result of the accountant’s analyses, and that report
must contain the opinion of the accountant. It should not
matter one iota whether the accountant employs one man or ten,
whether the man in the field be Smith or Jones or Murphy,
whether the methods of investigation be these or those. It is
the final summing up by the accountant which is desired. If the
accountant has the confidence of the client it certainly can not
be a restricted confidence. The accountant is competent to do
the thing which is required or he is not. If not, some other ac
countant in whom confidence is complete should be engaged. To
say, then, to the accountant that the assistant in charge is not
acceptable or should be some other man is in reality to doubt the
professional ability of the accountant. (Obviously these remarks
do not apply where some individual assistant has made himself
personally obnoxious by tactlessness or worse. In such a case
the client has a perfect right to suggest recall of the offending
man, but even then he has not the right to insist upon recall.)
Some of the misunderstanding of this question is probably due to
the old custom of charging fees based upon the number of men
and the number of days. The client came to regard the men
and their time-reports as subject to his approval. Well, there is
much to be said for the per-diem system, but if it be not heresy—
or, for that matter, if it be—we believe that the time is not far
distant when the system will be succeeded by fees based upon the
nature of the work rather than on the mere time-measured volume
of it. That, however, is another question which is not at present
before the house. The topic before us now is one of possible rela
tionship of the client to the accountant’s employees. And our
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contention is that there is no such relationship. The accountant
and the client are involved in a professional engagement. The
client looks to the accountant for certain reports and recom
mendations. It is not the business of the client to prescribe the
methods by which the results are to be obtained. Any client
who denies that thesis or any accountant who bows to such a
denial repudiates the professional character of accountancy and
places it upon the plane of employment—of master and man.
But now, it may not be out of place to
give some thought to the whole question
of charging fees for professional services
based upon the amount of time devoted to the work done. Un
doubtedly, the per-diem system, as it is called, has certain
advantages and disadvantages; certain causes have led to its
general adoption; and certain indications point to its gradual aban
donment in the days to come. It may be a sort of pithecan
thropus in the anthropology of the profession—a link between the
time when accountancy was not and the time when it shall
come into its proper place in the scheme of things. In the be
ginning, when, as J. K. Stephen said in another sense, we were
“little above the earth,” it was with a good deal of reluctance that
the client entrusted to the accountant the task of investigating,
analyzing, synthesizing and reporting upon the financial condi
tions of a business. This accounting fellow was an almost un
known person and his operations if necessary should at least be
carefully restricted as to scope and intensity, but more especially
as to compensation. It was not to be thought of that the ac
countant should be given a free rein and allowed to delve how he
listed. The most that could be permitted was a narrowed and
constantly supervised field of activity, and the truly profes
sional nature of the work was not recognized. Consequently, it
seemed altogether reasonable to buy the service of the accountant,
exactly as one would purchase any tangible commodity, by meas
urement. Indeed it was the only way. It was not possible to
compute the volume of service by its weight or area. The only
gauge was time. Accordingly, time became the basis for fee and
payment. The accountant began in a small way by asking, with
some trepidation, a daily wage which was a trifle higher than the
salary of a bookkeeper. Then he needed assistants and for them
he charged a rate slightly greater than he paid. Then came the
Why There Are
Per-Diem Fees
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time when these assistants were numerous and it was necessary
to classify them as seniors and juniors. This classification has
now been expanded to include various kinds of employees from
inexperienced novices, who are in training, up to the manager or
supervisor. For all these the fees charged have, however, fol
lowed the per-diem plan, except in rather rare instances which
have called for special arrangements.
The client has always had a fondness
for the per-diem rate. It has seemed to
him quite fair to all concerned and he
has felt that it enables him to keep something like an inventory
of services bought and sold—so many hours of work by so many
men of each class. When the bill for fees comes in he likes to
check the number of “man-hours” by his own tally and although
he is not always above pleading for a reduction of rate he does
not often quibble about the quantity supplied. One of the merits
of the plan is the opportunity which it entails to render bills in
detail. It seems perfectly simple to engage so much of the man
power on an accountant’s staff at a fixed rate for each day em
ployed, and many business men have been unwilling to adopt
any other method, unless the accountant would consent to quote
what is known as a “flat-fee” so low that it offered practical
assurance of a lower cost. Nearly every accountant has tried to
steer clear of the flat fee quoted in advance of the completion of
the work. The old practice of calling for bids of fixed amount is
being rapidly discarded. A few counties, municipalities and
the like still cling desperately to the idea of lump-sum bid
ding, but a great many accountants will not have anything to do
with such clients. The per-diem basis of charges is, however,
well nigh universal and its long continuance has given it an ap
pearance of permanence and firm footing. It will not be easy to
convince the business world that while the daily rate had its
advantages in the early days it is not wholly desirable as a meas
ure for the future. Indeed, there are many accountants, perhaps
a majority, who would be found in opposition to any proposal to
depart from the existing custom. They would feel, quite natu
rally, that it had taken a long time to establish a fairly satisfac
tory basis of daily fees, and they would hesitate before approving
any change which would surely call for another campaign of edu
cation before the client could be made to acquiesce. Most of
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us prefer to remain about as we are, provided we be moderately
comfortable and happy. New manners, new processes demand
so much overturning of familiar order, so much walking in strange
paths, that we abide by the old as the best for us, whether it be
the best or not. And yet there are accountants, and their num
bers grow yearly, who are convinced that our ancient friend Per
Diem has passed his three score years and ten and whatsoever is
more than these is labor and sorrow.
There are many sound reasons why
there should be a change. Some of
them are obvious. For example, when
the accountant is requested to undertake, let us say, an audit of
the accounts of a corporation, and he knows that his fees are to
be governed by the length of time and the number of men as
signed to the work, it is not altogether impossible that he will
look with an indulgent eye upon the not-too-rapid labors of his
staff. The more days, the more dollars. Oh, of course, no
reputable accountant would waste time for the sake of increasing
his fee. No honest contractor in the cost-plus-a-percentage
period of war time encouraged waste of material and labor.
But the truth remains that there were some despicable men who
gouged the country in its crisis, and there have been accountants
who have fallen far short of the honorable standards of the pro
fession as a whole. Specific instances are impressive: One of the
large cities in the western part of the country called for “bids”
for an audit of the municipal accounts. (This fact robs one of any
profound sympathy for the victim of such folly.) An accountant
whose offer upon the per-diem plan was the lowest was given the
engagement and he succeeded in keeping himself, two or three
seniors and quite a little army of juniors at work for nine months
before he rendered his report and collected his fee. It was a
great blessing to the accountant and his family. But after the
report had been considered by the city fathers and step-fathers
someone expressed the opinion that the work was not satisfac
tory. It was finally decided to call upon a well known practi
tioner of that city to go over the work of the other accountant.
The request came at a time when there was not much else to do,
so accountant No. 2 made the audit himself assisted by two senior
men. He reviewed all that had been done, found it wise to undo
some of the work of his predecessor, and, in a word, did about as

Some Reasons for a
Change
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much as the cohorts of No. 1 had done. The whole case involved
nearly three weeks and the fees charged were to the fees of the
first accountant about as one is to ten. The friend of the daily
rate system will say, of course, that No. 2 should have been called
upon in the beginning and the city should not have experimented
with No. 1. Quite true; but on the other hand, the city may not
have known the prehensile qualities of the one first selected. The
best plan of all would have been to learn the standing of the ac
countant, to trust him, to give him a free hand, and to pay a fair
fee for fair service, without giving thought to bids or bidders and
without attempting to buy professional service by the day.
A daily rate does not take into
Weakness of the Daily
account the differing abilities of the
Rate
men employed. If the client pays, let
us say, $35 a day for seniors, he pays the same amount for Senior
Jones as for Senior Robinson, whereas the latter may be a far
quicker and more efficient worker and the former may be one of
those men described as slow and sure, which generally means
chiefly slow. Is it right to expect the client to pay a fee based
solely on time spent, when the use of the time may be so widely
variant? Then, again, there is the matter of locality. Rates of
salary in New York are not those of Brownsville. The firm may
have branches in both places. Shall the man of the Brownsville
branch produce a greater profit to the firm than the man in the
large city? He will do so if a common per-diem rate is demanded.
But the chief objection to the daily rate is that it savors too
strongly of contract, a relationship which should never exist be
tween a professional man and his client. One may pay his
bookkeeper a salary, and that, of course, is in the nature of a con
tract, but one does not make a contract with his lawyer or his
physician. The bookkeeper is the servant of his employer, a
perfectly proper and eminently respectable position to occupy,
but it is not professional in any sense of the word. The cold,
matter-of-fact, fixed relationship is out of keeping when it comes
to the professional association of the accountant and his client.
Let the per-diem system prevail and there is always a trace of the
master-and-man, the buyer-and-seller contract, and the account
ant is placed in a position which lacks something of the ideal con
dition. Again, the daily rate is undesirable because it can not be
applied equally well to all kinds of work. For instance, it is
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clearly unfair when acting as the representative of a client in a
case involving claims for abatement or refund of taxes assessed.
The number of days spent on the case may not have much bear
ing upon the amount of experience, the ability or the resourceful
ness of the accountant. There are people who profess to believe
that tax cases should be taken up on an arrangement to charge
fees based upon the amount saved or recovered. That, of course,
is the worst basis of all, whatever some “tax experts” may say to
the contrary. But it is certainly absurd to charge a fee determined
by the days devoted to the case. The only acceptable course is
to demand a fee which takes into consideration everything
except the saving or recovery and to see to it that the fee is
the same whether the claim be lost or won. In no other way can
professional proprieties be observed.

It seems to be agreed by those men who
look furthest in the profession that the
reign of the per-diem system is nearing
its end. It has served a useful introductory purpose. Business
men have been induced by it to take advantage of the services
of accountants. The fear of excessive costs of service has been
allayed to some extent, if not entirely, by the feeling that the
accountant was giving a calculable amount of time to the work in
hand, and if that gave promise of running to extremes the ar
rangement could always be terminated. But when that much
has been admitted, one is not compelled to go further. It is not
on record that legal fees have ever been principally influenced by
the length of time involved in a case. Neither has the fee of the
medical man been so computed. In the accountancy of the
future there will be a turning to the ways of the older professions.
How shall the accountant know what to ask for his advice, his
conclusions? It seems to us that the fee should be sub
stantial, never exorbitant, never “all the traffic will bear,” but
never too small. And it should be determined by three main
factors. First, it should be affected by the character of the work.
If a simple audit of a routine nature is to be done, it is not reason
able to expect a fee reflecting the exercise of profound professional
acumen. Second, the standing of the accountant has something
to do with the question. One does not hesitate to pay a great
surgeon more than he pays the prescriber of poultices and cathar
tics. Third, it is almost always well to think of the cost to the
A New Way is
Found
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accountant. This is as near as we come to the per-diem prin
ciple, but it is yet some distance away. There are many readers
of this magazine who have strong opinions on both sides of this
important question and it would be helpful to the cause of ac
countancy if such men would express their views for publication.
It is not a question which will be decisively answered today or
tomorrow, but it will be settled one day not far off. Surely it
concerns everyone, whether accountant or client, who has to do
with the profession, and it can do nothing but good to consider
and to discuss it fully and frankly. It is our firm belief that the
statement presented by the accountant of day after tomorrow
will read simply, “For professional services rendered The X
Corporation.” And in that brief sentence the emphasis will rest
upon the second word. If abuses shall creep in under that
method—as abuses do sometimes occur under every plan—they
will call merely for the engagement of another accountant and the
avoidance of all association thereafter with the offender. And
that is the remedy for evil in any sort of arrangement which may
exist between accountant or other professional man and his client.
Is this argument for a new basis of fees idealistic or unsound?
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The question of the year in which a loss is sustained on sale or disposal of
capital assets, on bad debts, etc. is one that causes a great deal of controversy
between taxpayers and the commissioner.
A taxpayer may have intimate knowledge that a loss has been sustained in a
certain accounting year and may charge off the loss in that year, but make
additional efforts thereafter to forestall the loss. In such cases it is the almost
invariable practice of the commissioner to disallow the deduction for loss and to
place upon the taxpayer the burden of proving the validity of his contention.
This is no light burden, for it is difficult to prove in later years that all the at
tendant circumstances surrounding the subject upon which the loss is deter
mined tended to show clearly that the account or property was worthless in the
year in which the deduction from gross income was made.
A decision of the United States circuit court of appeals, fourth circuit, in the
case of Wheeling Tile Company, throws light on the subject and will serve as a
precedent in such instances.
It appears that this taxpayer in 1920 was using gas as a fuel and was expe
riencing difficulty with its gas supply. With the intention of finding a satisfac
tory substitute for gas, it expended $19,275.68 in the purchase of an oil-burning
system. This system was found to be unsatisfactory in that year and though
attempts were made in subsequent years to remedy the defective system, the
taxpayer charged off the $19,275.68, less a salvage value of $3,000, as a loss
sustained in 1920.
Because of these later experiments the commissioner disallowed the deduction
from the 1920 income, claiming, apparently, that the loss was not sustained
until a subsequent year. The board of tax appeals sustained the commissioner
but the circuit court of appeals held with the taxpayer that the loss was sus
tained in the year in which the taxpayer made the deduction, i.e., in 1920.
The court is of the opinion that the case is analogous to a deduction for worth
less debts which to be allowable as a deduction “ must be charged off in the year
they are ascertained to be worthless.” In determining that the property was
worthless the court seemed to rely on the precedent established in the case of
S. S. White Dental Manufacturing Company, in which it was held that:
“A loss may become complete enough for deduction without the tax
payer establishing that there is no possibility of eventual recoupment.
. . . The taxing act does not require the taxpayer to be an incorrigible
optimist.”

The court in the instant case found the evidence to indicate that all the at
tendant circumstances surrounding this taxpayer’s deduction in 1920 tended
to justify him in his opinion that the oil-burning system was worthless in the
year 1920.
The phrase used by the court in the White Dental case—“The taxing act
does not require the taxpayer to be an incorrigible optimist”—touches a re
sponsive chord in the breast of the present writer. It is one of those phrases
which state in a few words an idea which remains in the mind. Every tax ac
countant has met situations wherein it is necessary to show that not to take a
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loss when there is every reason to believe it has been sustained would display
lack of comprehensive judgment.
In cases of bad-debt deductions especially controversy usually arises, and the
court’s language will be a potent precedent to cite in such arguments.
SUMMARY OF RECENT RULINGS
Interest upon an amount refunded in 1923 was allowed even though no
formal claim for refund had been filed. Under section 1324 (a) of the 1921 act,
which, under the decision of the United States supreme court in re Magnolia
Petroleum Company is applicable providing for payment of interest upon the
allowance of a claim for refund, a letter, containing all the essential information
required to be set out in the official forms is sufficient. (U. S. court of claims,
Georgeine D. Lasher v. United States.)
An individual engaged in business as a drug broker and in the business of
buying and selling drugs on his own account is taxable under section 209, act of
1917, on income derived from the drug brokerage business having a nominal
invested capital, at the flat 8% rate, where the books were so kept as to enable
an accurate allocation of the total income of the business. (U. S. court of
claims, Charles J. Huisking v. United States.)
A transfer of property by decedent to her two children was not intended to
take effect in possession or enjoyment at or after death, and was a bonafide sale for a fair consideration, within section 402 (c) of the 1918 act, where, in
consideration of the transfer, the children agreed to pay her $6,000 per annum
during her life time as well as taxes and insurance on her property during her
life, and to hold as their joint and undivided property during her life time the
estate of their deceased father, one third of which constituted the subject
matter of the transfer. (U. S. court of claims, Charles K. Lincoln, adminis
trator v. United States.)
Dividends declared and paid during 1917 are taxable at 1917 rates to the
extent that the distributing corporation had profits which were earned during
the period from January 1, 1917, to the date of payment of the dividends, and
not to the date of the declaration thereof. (U. S. court of claims, J. K. Paste
v. United States.)
A life tenant is taxable upon the income received from a testamentary trust
without deduction for exhaustion of the corpus of the trust. (Court of appeals
of District of Columbia, Marguerite T. Whitcomb v. David H. Blair, commis
sioner.)
A decision of the board of tax appeals based upon the testimony taken at
the trial on an issue of fact should not be reversed by an appellate court because
of a difference of opinion as to the mere weight of the evidence. (Court of
appeals of District of Columbia, W. K. Henderson Iron Works & Supply Co. v.
David H. Blair, commissioner.)
A contingent bequest to charity, the actual present value of which can not
be determined from any known data, is not deductible, under section 403 (a)
(3) act of 1918, in determining the net estate subject to the estate tax. (U. S.
supreme court, John J. Mitchell et. al. v. United States.)
A loss on a sale of property occupied as a residence until October 1, 1901, but
abandoned as a residence in that year and rented until the date of sale in 1920,
is deductible, the basis of such loss being the value when rented in 1901 or March
1, 1913, value, whichever is less. (U. S. supreme court, D. B. Heiner, collector,
v. James R. Tindle et. al., executors.)
Rights acquired under a written agreement, whereby the taxpayer acquired
the exclusive right for a term of 99 years to sell merchandise and supplies upon
certain property of a company engaged in mining coal, together with the right
to select and occupy such grounds as the taxpayer might require for carrying on
such business, constitute tangible property within the meaning of section 325,
act of 1918. (U. S. district court, New Mexico, United States v. Blossburg
Mercantile Company.)
A corporation was held not to be carrying on or doing business, and, therefore,
not subject to the capital-stock tax under the 1918 act, where, during the period
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in question, it was engaged in disposing of its assets and liquidating. (U. S.
court of claims, Union Land and Timber Company v. United States.)
Loss sustained in 1920 from the installation of an oil-burning plant or system,
which was tried out and found to be unsatisfactory within that year, is deducti
ble in the difference between cost and the salvage value thereof, the fact that
further experiments were afterward made with a view of making the oil system
effective not proving that the expenditure was a complete loss in the year made.
(U. S. circuit court of appeals, fourth circuit, Wheeling Tile Company v. Com
missioner.)
An injunction was denied to restrain the collection of a tax assessed for the
fiscal year 1919 within the statutory period applicable thereto, where collection
was claimed to be barred by the statute of limitations provided in section 250
(d) act of 1921, and the liability therefor extinguished under section 1106 (a)
act of 1926, the court holding that section 3224, Revised Statutes, forbids a suit
to restrain the collection of the tax, and the taxpayer has an adequate remedy
at law. (U. S. circuit court of appeals, second circuit, The Ellay Company v.
Bowers, collector.)
Collection by a suit brought more than six years after assessment, against
the transferees of corporate assets, of a tax for part of the calendar year 1917
assessed in January, 1920, within the statutory period applicable thereto
against a dissolved corporation upon the basis of a revenue agent’s report
held barred by the statute of limitations. (U. S. district court, Nebraska,
Omaha division, United States v. Nelson D. Updike et. al.)
The United States circuit court of appeals has no jurisdiction to review a de
cision of the board of tax appeals where hearings were had and briefs filed prior
to the effective date of the 1926 act. (U. S. circuit court of appeals, second
circuit, David H. Blair, commissioner, v. Harmon W. Hendricks.)
Carrying charges of taxes, interest and other expenses paid prior to March 1,
1913, on property acquired prior thereto may not be capitalized in ascertain
ing the cost of the property sold in 1920, in determining the basis for ascertain
ing gain or loss upon sale thereof. (U. S. circuit court of appeals, second circuit,
Arthur C. Fraser v. Commissioner.)
A deduction was allowed in 1918 of the amount of a judgment rendered in
that year against a taxpayer on the accrual basis, paid in 1920 when the judg
ment was affirmed, where, upon appeal from the judgment, United States bonds
in excess of the amount of the judgment were deposited with the trustee as
security pending the outcome of the appeal. (U. S. court of claims, Malleable
Iron Range Company v. United States.)
An agreement under which a corporation sold its assets in 1919 to an individ
ual at a specified sum and the stockholders sold their stock in the corporation at
a specified sum to the same individual was held to be a sale of the assets of the
corporation, the sale of the stock being fictitious and amounting to no more than
an agreement to dissolve the corporation, and the corporate funds distributed
to the stockholders are chargeable with taxes for 1919 assessed against the
dissolved corporation. (U. S. circuit court of appeals, second circuit, United
States v. Louis Klausner and Edmund Fain.)
Compensation in 1918 and 1921, inclusive, by a taxpayer commissioned as
surgeon general of the United States in charge of public-health service and later
as assistant surgeon general assigned to special duties in the United States and
in foreign countries is not exempt under section 213 (b) (8) act of 1918, where
not in the “active service” of either the army or the navy, since he was not de
tailed to the military services, was not subject to the orders of the military
authorities, and received his compensation from the treasury department.
(U. S. court of claims, Rupert Blue v. United States.)
Loss from damage to trees in residence grounds caused by an ice storm in
1921 was allowed as a deduction in that year upon the testimony of competent
witnesses as to the amount of damage sustained. (U. S. district court, Massa
chusetts, Sherman L. Whipple v. United States.)
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AMERICAN INSTITUTE EXAMINATIONS
(Note.—The fact that these answers appear in The Journal of Account

should not cause the reader to assume that they are the official answers of
the board of examiners. They represent merely the opinions of the editors of
the Students’ Department.)
ancy

Examination in Auditing

November 17, 1927, 9 A. M. to 12:30 P. M.

The candidate must answer all the following questions:

No. 1 (8 points):
Name three ways in which a secret reserve may be created.
Answer:
A secret reserve may be created by understating an asset or overstating a
liability, with a consequent understating of surplus or capital.
The following methods may be used to create a secret reserve:
(1) Providing excessive depreciation.
(2) Charging capital expenditures to revenue.
(3) Charging assets against surplus.

No. 2 (12 points):
The directors of the X company frankly admit the existence of secret
reserves, justifying the practice on the ground that they are making provision
for equalizing dividends in bad years, and ask you to certify to their statement
and balance-sheet nevertheless. You have confidence in their good faith.
What should you do?
Answer:
The auditor should not certify “to the statement and balance-sheet” which
contain secret reserves, for, obviously, the financial condition of the business is
not reflected in such a statement. Stockholders, the owners of the business, are
entitled to the facts upon which they themselves may determine whether or not
their investment is a satisfactory one.
Further, the creation of a secret reserve would result in false returns for tax
purposes if these statements were used, without adjustment, in the preparation
of such returns.

No. 3 (10 points):
Comment upon each of the following certificates, limiting your remarks to
30 or 40 words on each one.
(1) We have audited the accounts of the A. B. Co. for the year ended De
cember 31,1926, and now certify that the above balance-sheet has been
prepared from the books.
(2) We have audited the accounts of the A. B. Co. for the year ended De
cember 31,1926, and now certify that the above balance-sheet has been
correctly prepared.
(3) We have prepared the above balance-sheet of the A. B. Co. at December
31, 1926.
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(4) We certify that the above balance-sheet of the A. B. Co. at December 31,
1926, has been prepared from its books and is correct. We have not
audited nor verified the accounts.
Answer:
(1) To certify that a balance-sheet has been prepared from the books is to
certify to a fact which is of no importance, as the books may not reflect the
actual condition of the business. The certification of a balance-sheet should
imply the verification of the balance-sheet and its accuracy as a presentation of
the financial condition, subject to stated qualifications.
(2) A certification that a balance-sheet has been correctly prepared is
ambiguous. It may mean merely that it has been prepared in a form which the
auditor regards as correct, or it may mean that it is correct in all of its par
ticulars, including its presentation of the true financial condition.
(3) The statement “we have prepared the above balance-sheet of the A-B
Company at December 31, 1926” is not a certificate. It is a declaration of a
fact, but not expressed with the formality and in the words necessary to con
stitute a certificate. It certainly contains no declaration of the correctness of
the balance-sheet, which is essential in a proper certificate.
(4) The most pertinent comment on this form of certificate seems to be the
following paraphrase:
"We certify that the above balance-sheet is correct, although we do not
know anything about its correctness.”
No. 4 (8 points):
Outline briefly your methods of procedure in the audit of one of the following
industries:
(1) Motion-picture production.
(2) Aircraft construction.
(3) A company producing lumber from its own timber.
Answer:
In the following answer, it has been assumed that the examiners, in weighting
the question at 8 points, intended a balance-sheet audit, and, further, as very
few candidates might be expected to be thoroughly familiar with one of the
three industries in question, that an answer on the basis of general information
covering the accounts peculiar to the given industries without considering those
accounts common to the trading or manufacturing business, such as cash in
bank, prepaid expenses, accounts payable, capital stock, etc., would be sat
isfactory.
To acquaint himself with the classification of accounts, the auditor should
prepare a working trial balance from the general ledger, listing the balances in
the accounts as of both the beginning and the end of the period of the audit.
He might expect to find the following accounts which would require special
care and attention:
(A) Motion-picture production—
(1) Contracts and leases with distributors and playhouses.
(2) Inventories of negative and positive films.
(3) Rights to plays and scenarios.
(4) Costumes, sets and other properties.
(B) Aircraft construction—
(1) Patents.
(2) Development expense.
(3) Planes and motors.
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Such rapid strides have been made in this industry in the past few years that
the question of obsolescence of patents, planes and motors, and the value of the
development expense should be closely studied.
(C) A company producing lumber from its own timber.
(1) Cost of land and timber.
(2) Railroad, equipment, etc.
(3) Depletion.
The allocation of the property cost to the land, if owned in fee, and to the
timber; the apportionment of costs to the different kinds of lumber in the same
tract, and the writing off of the costs of railroads and other properties to the
cost of the timber, present the difficulties in this industry.

No. 5 (10 points):
In auditing the accounts of a trading company, you are unable to take or to
supervise the actual inventory because of lack of technical knowledge as to
values, and you are forced to accept a certificate of inventory from the respon
sible officers. Give an illustration of the form you would accept, and state
what, if any, further steps you would take in verification of the values sub
mitted.

Answer:
The officers, in certifying to the inventory should be asked to state that,
subject to stated exceptions, the quantities were determined by count, weight
or measurement as of the close of business on a given date, that all items
included in the inventory are the unencumbered property of the company and
that no obsolete or not readily salable merchandise is included in the inventory
except at realizable values.
In addition the auditor should make such examination as is possible to
determine the probable correctness of the quantities stated; he should also
verify prices by reference to invoices or cost records; and he should test the
extensions and footings, in greater or less degree, as conditions appear to justify.
No. 6 (12 points):
In making a detailed audit, how would you verify the cost of fixed property;
i. e. land, buildings, plant and machinery?
Answer:
The accounts for land, buildings, plant and machinery should be analyzed to
verify the correctness of the entries made thereto, especially to determine that
repairs, renewals or other revenue charges are not included. Units retired
should be eliminated at the value at which originally charged. The vouchers
supporting the entries to the accounts should be examined and audited for
1. Authorization for purchase and of price.
2. Approval for payment.
3. Verification of extensions and footings.
4. Payment.
The auditor should examine all papers concerning the purchase, such as con
tracts, deeds, guaranties, policies, etc. and also the authority for contracts,
which should be in the minutes of the meetings of the board of directors.
If the buildings, plant and machinery, or any part of these assets were con
structed by the company for its own use, the cost records must be studied care
fully to determine whether or not they are reliable. If so, the figures used in
arriving at the cost of the construction should be verified against the cost
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records. Extreme care is necessary to determine that only material, labor and
a fair proportion of factory overhead are treated as cost.
In the case of a first audit, the examination should cover all transactions
affecting the fixed-asset accounts from the inception of the business. If
previous audits had been made by your firm, only additions or changes during
the current period should be verified.
No. 7 (10 points):
Define and give an example of each of the following terms:
(a) Depreciation
(f) Contingent liability
(b) Depletion
(g) Deferred income
(c) Amortization
(h) Other income
(d) Appreciation
(i) Special charges to profit and loss
(e) Contingent asset
(j) Appropriated surplus
Answer:
(a) Depreciation is the decrease in the value of fixed assets due to either
physical causes such as wear and tear or functional causes such as obsolescence.
Actual depreciation is the physical deterioration which has taken place, while
theoretical depreciation is the amount charged on the books of account. An
example is the charge to operations of the wear and tear on machinery used in
production.
(b) Depletion represents the cost of property which has been converted from
a fixed to a current form, such as ore mined and timber cut.
(c) Amortization is the charge off of an intangible asset or of a deferred
charge, such as the write off of leaseholds, patents and bond discount.
(d) Appreciation is the increase in the market value of an asset, usually the
result of outside conditions over which the company has no control. The
excess of an appraisal value over cost of a plant is called appreciation.
(e) A contingent asset is one which is not owned but which may become the
property of the company under certain conditions. Land provided by a city
which will become the property of the company upon the fulfilment of certain
conditions is an example.
(f) A contingent liability is a possible debt which may have to be assumed
and paid. Guaranties of liabilities of other companies are contingent lia
bilities.
(g) Deferred income is income received but not yet earned. Premium on
bonds sold is an example.
(h) Other income is income received from sources other than the principal
operations. Interest on investments is other income.
(i) Special charges to profit and loss are the charges which are not considered
normal charges to operations, such as loss on the sale of a fixed asset.
(j) Appropriated surplus is surplus set aside for special purposes by formal
action of the board of directors, which, when the need has passed, may be re
turned to surplus available for dividends. An example is a reserve for sinking
fund.
No. 8 (10 points):
Where on the balance-sheet should the following reserves be shown? Give
reasons briefly.
(a) Reserve for depreciation.
(b) Reserve for depletion.
(c) Reserve for bad debts.
(d) Reserve for federal taxes.
(e) Reserve for bond sinking fund.
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Answer:
The following valuation reserves should be shown in the balance-sheet as
deductions from the asset accounts to which they apply:
(a) Reserve for depreciation.
(b) Reserve for depletion.
(c) Reserve for bad debts.
(d) Reserve for federal taxes is not, in the accepted sense of the word, a
reserve, but is, in fact, a liability, generally a current liability. It should be
shown as such on the balance-sheet.
(e) Reserve for bond sinking fund is surplus temporarily not available for
dividends. It should be shown in the net-worth section of the balance-sheet
under surplus.

No. 9 (10 points):
State the distinction between prepaid expenses and deferred charges, giving
an example of each class. Explain why it is improper to combine them in one
item on the balance-sheet.
Answer:
This department is not informed of any generally accepted distinction
between deferred charges and prepaid expenses. We should say that the
former is the more inclusive term, embracing such items as prepaid interest and
rent (which are clearly prepaid expenses) and organization expense and dis
count on capital stock (which are not prepaid expenses but which are neverthe
less frequently carried along in the balance-sheet for subsequent charge off
against surplus).
It would obviously be improper to combine an item such as prepaid rent or
expense supplies inventories with an item of capital-stock discount and show
the total as one item in the balance-sheet under the caption of deferred charges,
as the nature of one item indicates a necessary subsequent charge against
operations while the nature of the other item does not.

No. 10 (10 points):
(a) Does the certificate of an accountant constitute a guaranty by him?
(b) What is the value and significance of his certificate? Discuss fully.

Answer:
It has been generally held that an accountant is not a guarantor and that,
while his certificate is an expression of his opinion as to the correctness of the
statement certified, he assumes no personal responsibility for losses which may
be incurred in relying upon it. Some accountants have, however, found that
personal liabilities have been incurred, particularly where the work preceding
the certification was not done in a careful and sufficiently complete manner.
The value and significance of the certificate lies almost wholly in the reliance
which the public is able to place upon the accountant as an impartial witness
who is qualified to express an opinion after having had all desired opportunity
to examine the records and verify the conditions.
STATEMENT ACCOUNTING FOR VARIATION IN PROFIT

From the following statements, prepare a statement accounting for the
variation in net profit.
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The Elmhurst Company

Statement of cost of goods manufactured and sold for the two years ended
December 31. 1926
Year ended December 31,
1926
1925
Num
Num
Amount
ber
ber
Amount
$193,000.00
$150,000.00
Raw materials used..........................
150,000.00
125,000.00
Productive labor...............................
165,000.00
Manufacturing expense...................
150,000.00

Total...........................................
Goods in process, January 1st.........

1,500 $425,000.00 1,800 $508,000.00
40,750.00
175

Total...........................................

1,500 $425,000.00 1,975 $548,750.00

Goods in process, December 31st:
Materials....................................
Labor..........................................
Overhead....................................
Total...........................................

$16,070.00
8,200.00
9,020.00

$16,550.00
11,000.00
13,200.00

175

$40,750.00

160

$33,290.00

Cost of finished goods manufactured 1,325 $384,250.00 1,815 $515,460.00
23,200.00
Finished goodsinventory, January 1st
80

Total...........................................
Finished goods inventory, Decem
ber 31st.....................................

1,325 $384,250.00 1,895 $538,660.00

Cost of goods sold.............................

1,245 $361,050.00 1,790 $508,840.00

80

23,200.00

105

29,820.00

The Elmhurst Company

Profit-and-loss statements for the two years ended December 31, 1926
Year ended December 31,
1925
1926
Sales.............................................................................. $560,250.00 $850,250.00
Cost of goods sold....................................................... 361,050.00 508,840.00

Gross profit on sales...................................................
Selling expenses...........................................................

$199,200.00 $341,410.00
65,750.00
75,000.00

Net profit on sales....................................................... $133,450.00 $266,410.00
95,000.00 103,000.00
General expenses.........................................................

Net profit.....................................................................

$38,450.00 $163,410.00

Solution:
Unit costs and selling prices for each year are obtained as follows:
Year 1925 Year 1926
Sales.............................................................................. $560,250.00 $850,250.00
Number of units sold.................................................
1,790
1,245
Unit selling price.........................................................
$450.00
$475.00
Cost of sales................................................................. $361,050.00 $508,840.00
Number of units sold..................................................
1,790
1,245
Cost per unit................................................................
$284.27
$290.00
From the foregoing it is observed that the variation in gross profit is due to
both an increase in selling price and a reduction in cost.
The statement accounting for the change in gross profit and net profit follows.
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2.

1.

(b)

1 9 2 6 ........................................................................

Total increase in gross profit...................................................

Actual cost, 1926 ..................................................................

( 1 7 9 0 X $ 2 9 0 ) .....................................................

decrease in cost, per schedule:

1925 basis ( 1 7 9 0 X $ 4 5 0 ) ......................................................

Cost, 1925 basis

Add

On

Sales,

(a) Increase in selling prices:

Increase in rate of gross profit, caused by:

$519,100.00
508,840.00

$850,250.00
805,500.00

$44,750.00

158,050.00

of increase in sales, 1925 cost basis

( 5 4 5 X $ 2 9 0 ) ...........................................

D e d u c t cost

$245,250.00

5 4 5 X $450 ...................................................................

$805,500.00
560,250.00

Increase

..................................................................

1 2 4 5 X 450

o n 1925 basis 1 7 9 0 X $ 4 5 0 ..................................................................

Sales, 1925

Sales, 1926,

Increase in v o l u m e of sales:

Accounted for as follows:
Items increasing net profit:
A. Increase in gross profits, caused by:

Net, profit 1925 ...............................................................................

$124,960.00

profit

Increase in net profit..........................................................................

T he E lmhurst C ompany
Statement accounting for change in net
$163,410.00
38,450.00

profit,

1 9 2 6 ...............................................................................

Net

$142,210.00

10,260.00 55,010.00

$87,200.00

Students' Department

profit:

—
(Continued)
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Manufacturing expenses ......................................................

34.73
29.95
35.32
100.00

$361,050.00

Percentage

(Note 1)
$125,392.40
108,116.80
127,540.80

1925

T h e E lmhurst C ompany
Statement of change in manufacturing cost

$519,100.00

1926 o n
1925 basis
$180,283.43
155,470.45
183,346.12

.....................................................................................

materials ................................................................
Productive labor ..............................................................

Raw

Increase in net profit (as above)

1925 .........................................................................................................

1 9 2 6 .........................................................................................................

C. Increase in general expenses:

$8,000.00

$9,250.00

$508,840.00

Actual
(note 2)
$190,344.60
150,843.25
167,652.15

$103,000.00
95,000.00

$75,000.00
65,750.00

1 9 2 5 .........................................................................................................

B.. Increase in selling expenses:
1 9 2 6 ....................................................................................................

Items decreasing net

T h e E lmhurst C ompany
Statement accounting for change in net profit

$10,260.00*

$10,061.17
4,627.20*
15,693.97*

decrease*

Increase or

$124,960.00

$ 17,250.00
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Note 1
Raw

Productive

labor

material

Manufacturing

Total

expense

Year 1925:
Finished goods, Jan. 1, 1925 ..

No inventory

Goods in process, Jan. 1, 1925.

Expenditures for year........

No inventory
$150,000.00

$125,000.00

$150,000.00

$425,000.00

Finished goods (note 3)...

$8,057.60

$6,883.20

$8,259.20

$23,200.00

Goods in process..........

16,550.00

11,000.00

13,200.00

40,750.00

Total......................

$24,607.60

$17,883.20

$21,459.20

$63,950.00

Cost of goods sold............

$125,392.40

$107,116.80

$128,540.80

$361,050.00

$23,200.00

Less inventories, Dec. 31, 1925:

Note

2

Year 1926:
Finished goods, Jan. 1, 1926 ..

$8,057.60

$6,883.20

$8,259.20

Goods in process, Jan. 1,1926..

16,550.00

11,000.00

13,200.00

40,750.00

Expenditures for year........

193,000.00

150,000.00

165,000.00

508,000.00

Total......................

$217,607.60

$167,883.20

$186,459.20

$571,950.00

Finished goods (note 4)...

$11,193.00

$8,839.95

$9,787.05

$29,820.00

Goods in process..........

16,070.00

8,200.00

9,020.00

33,290.00

Total......................

$27,263.00

$17,039.95

$18,807.05

$63,110.00

Cost of goods sold............

$190,344.60

$150,843.25

$167,652.15

$508,840.00

Note .3
$150,000.00
$125,000.00

Less inventories, Dec. 31, 1926:

Expenditures for year 1925.......

$150,000.00

$425,000.00

Less goods in process, Dec. 31,1925.

16,550.00

11,000.00

13,200.00

40,750.00

Cost to manufacture 1325 units...

$133,450.00

$114,000.00

$136,800.00

$384,250.00

Cost per unit.....................

$100.72

$86.04

$103.24

$290.00

Multiply by......................

80

80

80

80

$8,057.60

$6,883.20

$8,259.20

$23,200.00

Expenditures for year 1926.......

$193,000.00

$150,000.00

$165,000.00

$508,000.00

Goods in process, Jan. 1, 1926....

16,550.00

11,000.00

13,200.00

40,750.00

Total......................

Finished goods inventory, Dec. 31,

1925.........................

$209,550.00

$161,000.00

$178,200.00

$548,750.00

Less goods in process, Dec. 31,1926.

16,070.00

8,200.00

9,020.00

33,290.00

Cost to manufacture 1815 units...

$193,480.00

$152,800.00

$169,180.00

$515,460.00

Cost per unit.....................

$106.60

$84.19

$93.21

$284.00

Multiply by......................

105

105

105

105

$11,193.00

$8,839.95

$9,787.05

$29,820.00

Finished goods inventory, Dec. 31,
1926.........................
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COMPUTATION OF BONUS AND TAX

A simple matter? Yes. Then why give valuable time and waste good white
paper to consider it? For the very good reason that not a few who aspire to
become C.P.A.’s stand in need of enlightenment on this subject; and it is to
assist these ambitious young men and women that this article is written.
Possibly, others than these may find here something of value.
It is generally thought that a knowledge of algebra is necessary to solve
problems of this nature, but this is not so. A knowledge of arithmetic and the
exercise of a little reason is all that is necessary, as will be shown hereafter.
The following problem which was used at a recent examination will be used
in illustration of several simple arithmetical methods:
A Company has an agreement with its manager to allow him 10% of the
net profits after providing for federal income taxes. This allowance is to
be considered as a general expense. The net profits for the year ended
December 31, 1924, before providing for bonus and tax amounted to
$100,000.

Not more than 10 of the 120 candidates who sat in the examination gave a
correct solution of this problem, which indicates woeful ignorance regarding a
subject of practical importance.
First solution
Bonus
$10,000.00
1/8 tax..
1,250.00
Less 1/10

1/10 Profit
Less 1/8..

Approximate.
Add 1/80. . .
Add 1/80...
Add 1/80...

$8,750.00
109.38
1.37
.01

Tax
$12,500.00
1,250.00

$11,250.00
140.63
1.76
.02

Approximate
Add 1/80. . .
Add 1/80. . .
Add 1/80. . .

$8,860.76
Correct amount
Note.—1/80 is the product of the two rates—1/10 of 1/8.

$100,000.00
88,750.00
88,609.37
88,607.62
88,607.60

Second solution
Bonus
$10,000.00
8,875.00
8,860.94
8,860.76
8,860.76

$11,392.41

Tax
$11,250.00
11,390.63
11,392.38
11,392.41
11,392.41

This is a method by trial. The bonus, regardless of the tax, is first deducted
from the profits and the remainder is divided by 8 to obtain the approximate
tax. The next procedure is to deduct the tax as before ascertained from the
profits, and the remainder is divided by 10 to ascertain the approximate bonus.
This procedure is continued until there is no difference between the last result
and the previous one.
The first method is preferable, but neither of these methods is as good as the
one that follows, especially when the bonus and tax rates are not simple aliquot
parts of 100.
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Third method
1/10 Profit.................
Less 1/8......................

Bonus
$10,000.00
1,250.00

Approximate..............

$8,750.00

$11,250.00

Divide by .9875=

$8,860.76

$11,392.41

l/8Tax............................
Less 1/10.........................

Tax
$12,500.00
1,250.00

The divisor= 1 minus the product of the two rates. This method is of
general application, and it is the most simple and direct of any. It may be
expressed by symbols as follows:
Let P denote the profits before bonus and tax, B the bonus, T the tax, b the
rate of bonus, t the rate of tax. In the given case, P equals 100,000, b equals
.10, and t equals .125.

_P(b—bt),
1-bt

P(t—bt),
T=1-bt

or
100,000 X .0875
B=----------------------------------------------.9875

or

100,000 X .1125
.9875

The divisor for both B and T is the same. And the difference between the
divisor and multiplier equals 1 minus b in the case of B, and 1 minus t in the
case of T.
If the rate of tax is .135 and the rate of bonus is .10 and the profits as before,
we have

100,000

X
.9865
B
=

.0865

100,000
T=

X
.1215
.9865

An algebraic demonstration of the accuracy of the several methods is un
necessary. The bonus can be proved by deducting the ascertained tax from
the profits and multiplying the result by the rate of the bonus. The result
should agree with the ascertained bonus. The tax can be proved in a similar
way.
Note.—It is obvious that the multiplier and divisor in the first-mentioned
case can be simplified by multiplying each by 8. Thus, B equals 100,000 X
7/79 and T equals 100,000 X 9/79. Therefore T is greater than B by two
sevenths of B.
Edward S. Thomas.
Cincinnati, Ohio.
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AMERICAN PROSPERITY, ITS CAUSES AND CONSEQUENCES, by
Paul M. Mazur. The Viking Press, New York. 268 pages.
Under the title, American Prosperity, Its Causes and Consequences, the
author, a member of the investment banking firm of Lehman Brothers, sets
forth his “non-statistical, non-academic observation of the forces that business
has evoked, the conflicts that exist between them, and a guess as to the out
come.” The treatment of the subject stimulates the imagination and interest.
The period from the last half of the nineteenth century to the world war is
reviewed. It is during this period that production on a mass basis was de
veloped. Advertising played a leading part in making this possible and com
menced to create the problem of high cost of distribution. Retailing also de
veloped greatly in the form of chain grocery stores, chain “five and ten cents”
stores and department stores, the latter with beautiful buildings and store fix
tures, expensive delivery departments and costly customers’ services, and al
ready having their joint buying organizations. By extensive advertising, the
consumer's primary requirements of food, clothing and shelter were supple
mented by demands for conveniences and even for luxuries. The instalment plan
and obsolescence had already become factors in the retail trade.
During the war, with the continuity of employment, high wages, and the
stimulus of large expenditures for advertising at the government’s expense
(because of high taxes), there was created a sellers’ market with resultant high
profits. The deflation years, 1920 and 1921, brought a temporary halt to this
prosperity.
The analysis of the causes for the re-establishment of prosperity in the sub
sequent years is interesting. The building situation, the suburban develop
ment, the building of the industrial southeast, the export situation and handto-mouth buying are outlined. The part played by advertising of national
brands, intensive sales campaigns, the increase of the obsolescence factor and
instalment selling are considered.
Particularly interesting are the author’s views with regard to instalment
selling. He states:

“That instalment selling has added to the cost of distribution cannot
be contradicted. That it has actually increased prices to the consumer
is less certain. In some cases the serial method of purchase undoubtedly
adds to the cost to the consumer. In other cases, however, it is very
likely that it has reduced the ultimate cost to the consumer; and in general
the question cannot be answered. Seventy to eighty per cent. of the
automobiles sold are purchased upon an instalment basis. What effect
upon the annual production of cars the elimination of that basis would
have can be only imagined; but apparently no automobile manufacturer
is willing to hazard the risk of the experiment of converting his sales plan
to an all-cash basis. The elimination of the instalment plan would be
certain to reduce greatly the sales of the automotive industry. What
effect that reduction would have, however, subsequently on the manufac
turing cost is another conundrum for the instalment antagonist. And
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such an antagonist must compare that unknown figure of increased cost
with the known cost of selling on the instalment plan before he can state
positively that the instalment plan raises the price of automobiles to the
consumer. And, finally, even the cash customer must estimate what his
cash payment would buy in automobile value if the volume of instalment
sales suddenly disappeared and reduced the annual production of his
chosen automobile."
It is indeed a viewpoint which many individuals have entirely overlooked in
discussing the subject.
The obsolescence factor intended as a stimulant for increased sales has grown
to a point at which it is causing a serious conflict which is tending to interfere
with mass production. The more often styles are changed, the more difficult
does it become to retain mass production.
Another cause for future doubt is the condition in Europe in its recovery from
the war. The author states:
“The conflict between America’s new position as a creditor nation and
her established status as an export nation will be born of her present
financial relationship with Europe, but the influence of that conflict will
not be only financial but industrial. The presence of these rocks and
shoals in the future of the nation’s development are additional problems
that await those business men who are to guide the American ship of
commerce and industry over a largely uncharted and possibly troubled
sea.”
To meet these conditions we are entering upon a period of “merchandised
production” which is defined as the “balancing of production or purchasing
schedules with carefully determined sales possibilities in such a way as to obtain
the greatest net profit consistent with reasonable risk.” The policy of Ford
and that of General Motors are contrasted, the latter having foreseen this con
dition and gained leadership thereby.
All these factors are tending to necessitate consolidation—of the horizontal,
vertical and “circular” types. In fact, the author states that the present
period may well be called the “era of consolidation.” It is taking place in all
fields of activity. The advantages of consolidation, with most of which the
accountant is familiar, are discussed: the elimination of competition, the reduc
tion of costs, the withdrawal of part of the owners’ capital, the increase in value
through marketability, the possibilities of better management, the ability to
undertake extensive experimental work, as well as many others.
The chapters devoted to the conflict between mass production and obsoles
cence, between wholesaler and retailer and among the various types of retailers
are particularly interesting and cover a field upon which comparatively little
has appeared in print. These subjects are the vital ones which the business
world has already commenced to face and they will become increasingly im
portant in the years to come. Upon their effective solution will depend, in a
large measure, the prosperity of the country. The probable outcome "guessed’ ’
by the author furnishes considerable room for thought and study.
As a whole, the book reminds one a great deal of the many “outlines” on
various subjects that have appeared recently. It might well be called an out
line. It is written from the point of view of one who stands at a distance and
surveys the entire business field. It will be found interesting and instructive
both to the accountant and to the business man.
J. P. Friedman.
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BILANZ- UND BETRIEBSANALYSE IN AMERIKA, by Kurt Schmaltz.
C. E. Poeschel Verlag, Stuttgart. 281 pages.
One hundred years ago Sydney Smith asked, " Who ever reads an American
book?” If limited so as to apply solely to books on accounting, the question
might appropriately have been asked at a much more recent date, not because
of the poor quality of American treatises on accounting, but because of their
non-existence. One needs only to recall the modest beginning of the standard
work on auditing, when all the author attempted was to produce an American
edition of Dicksee’s work. Evidence of the progress made in recent years
appears in Dr. Schmaltz’s work, where the author finds the American works so
numerous as to require a three-hundred-page treatise to describe balance-sheet
analysis in America in reference to its applicability to Germany.
This work consists of two parts, the first a general survey of the status of
accounting in America. Attention is called to legal regulations, the activities
of certified public accountants, and the influence of banks, universities and
trade associations. There is also a description of accounting practice in
America in reference to the preparation of the balance-sheet and the income
statement and to the rules for valuing assets. It is gratifying to note the high
tribute paid to The Journal of Accountancy.
The second part of the book is more important, consisting of a careful study
of American authors who have written on the analysis of accounts. A special
emphasis is placed upon the writings of Bliss, Schluter, Gilman, Wall and Roe.
The book closes with an extensive bibliography.
While it is gratifying to Americans to find so great an interest attached
to the work of American accountants, the book is of greater value to German
readers than to American. For our purposes it would be more satisfactory if
the German point of view were not taken for granted and if the contrast in the
practice in the two countries were more clearly brought out; but it should not
be considered a criticism of the book that it is adapted so well to the clientele
for which it is intended. American readers will perhaps be surprised by the
statement that in the field of industrial accounting, while Americans excel in
technique, Germany leads in matters of theory.
Henry Rand Hatfield.

THE INCOME TAX IN GREAT BRITAIN AND THE UNITED
STATES, by Harrison B. Spaulding. P. G. King & Son, Ltd., London.
320 pages.
To anyone almost innocent of the tedious technicalities of taxation tasks, the
dilatory doings of the departments, the gloom and gibberish of the glossaries
and the lethargy of legislators, The Income Tax in Great Britain and the United
States will be of absorbing interest.
The comparative method (one of the most powerful known to psychologists)
is used to illustrate the differences in the history, theory and practice of British
and American income-tax laws and procedures.
In the absence of gross or glaring errors, a wise man will not spend his time
in checking the weekly laundry bill or the monthly telephone account; nor will
he, after reading this book, be inclined to sit up nights himself to rectify the
annual tax assessment.
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In view of these circumstances, the author makes one curious omission in
failing to do justice (pp. 257 and 258) to the important parts played in regard
to income tax by public accountants in both countries. There are two per
tinent explanations for this: Dr. Spaulding is a lawyer not in practice in the
U. S. A.; and he acknowledges help from Dr. Hugh Dalton who, though a
member of parliament and a brilliant professor of economics, actually under
took to make lay audits of the Royal Economic Society until the point was
argued successfully before Lord Haldane at the 1925 meeting of that society,
when professional auditors were appointed.
C. S. Brison.
COMMERCIAL LAW, by Amster. Globe Book Company, New York.
162 pages.
Greater efficiency through the saving of time and effort by brevity, simplified
systems and the obviation of cumbersome and unnecessary methods are the
trends of the times. The accountancy profession in particular has been a great
contributor to the perfection of modern efficiency. Extension of such methods
to education and educational systems, however, must be carried out with great
caution, lest the student acquire only a superficial knowledge, sufficient perhaps
to enable him to succeed in passing required examinations, but forgotten soon
thereafter.
Amster’s Commercial Law, containing only 162 pages of text, reaches the
border line of permissible brevity. It would be more properly titled if it had
been given the name used by the author in the preface. As an “outline of
commercial law” it is an excellently arranged synopsis of a complete course in
commercial law. Its definitions and explanations of fundamental principles
are clear and concise and are set forth in their logical sequence with a few brief
illustrations and test questions and problems. If used as the author undoubt
edly intended it to be used, as an auxiliary to the usual textbooks or case books,
as an aid to instructors in commercial law, or as a guide for review work, its
brevity will be found to be a distinct contribution to simplification of the study
of the subject. But the untutored student, he who is seeking to acquire his
education outside of the classroom, must use it with caution. In his hands it
must be looked upon as taking the place of his teacher or instructor and not as
the medium through which he is to educate himself in the subject. For such
education can come only through the use of works which treat the subject at
sufficient length to train the student to consider legal things from a legal and
not a lay viewpoint, rather than to train him to depend entirely upon memory.
C. H. Hebner.
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CHAPTER I

HIS series of Articles, written in response
to many inquiries from persons who are
considering the desirability of public account
ing as a means of livelihood, or who, having
studied therefor, are about to commence
practical work, does not aim to add anything
to the sum of human knowledge. Its object
is to set forth just what work is expected of the
beginner and of the more experienced junior
accountant.

T

There has long been a de

mand for a clear elemen
tary text on Actuarial Science,
and it is hoped that the de
mand has been fully met by
this volume.

WELVE chapters briefly describing each

This work should appeal not
only to the accountant but to
many business men, touching
as it does on such subjects as
Interest, Rate, Frequency and
Time, also on the many phases
of the following subjects:

step expected of a junior accountant in
T
conducting an audit from the very beginning
and at the end, valuable suggestions in making
your report of an audit to the senior accountant
in charge.
TABLE OF CONTENTS
Chapter

Single Investments
Annuities
Leasehold Premiums
Bonds
Depreciation

The book also contains prob
lems and solutions of some of
the above subjects.

A Book Worth While

I — Auditor’s records
Beginning of the work
II — Verification of bank balances, cash on
hand, etc.
Checking footings
III — Misuse of adding machines and lists
Checking and testing postings
Vouching entries
Accounts carried in foreign currency
IV — Verification of securities
V — Taking trial balances
Items not on trial balances
VI — Vouching capital assets and additions
thereto
Checking inventories
Making schedules
VII — Finishing the work
Use of percentages in reports
VIII — Liabilities not taken up
Exhibits (for the client)
IX — Conduct of juniors in clients’ offices
Abuses discovered in clients’ offices
X — Checking the correctness of the assistant’s
own work
Utilizing waiting time
Systematic check-marks
XI — Care of papers
Care of clients’ books and records
XII — Reports — Matter to be included
The style

First published in book form in February,
1918, this book’s popularity has been consist
ently maintained. It is now in the fourth
printing.

Price $1.50 delivered in the
United States of America

Price, in Cloth Board Binding, $1.00
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The Growing Importance
of Property Accounts
When four men are required for an
operation, there are no doubts about
charging the wages of those four as
part of the cost of that operation.

But when those four men are replaced
by one machine, there is often no def
inite policy for including in produc
tion costs the cost of owning, of
maintaining and of providing for the
replacement of that machine.
As the mechanization of industry
progresses, co-operation between
accountant and appraiser becomes
more essential. Discussion of this
co-operation is always welcomed at
any office of
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